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Winning through innovation

For our customers, employees, distributors
and communities — resulting in excellent
returns for our shareholders.




To Our Shareholders

We did the same thing in 2006 that we did the year before. And the year
before that. In fact, throughout 2006 we continued what our founder
Edward Temple set out to do 127 years ago—find a better way. Last year,
that “better way” was validated when InformationWeek magazine named
The Principal its most innovative user of technology. We won for our
innovation. And on a daily basis we win through innovation—finding
new ways to help our customers. Doing it better, doing it first.




Through winnovation: clients get innovative ways to
achieve financial security; our employees get a great place
to work; our distributors get expert assistance in building
their businesses; communities where we live and work get
sustainable, positive change; and shareholders get a strong,

vibrant investment.
in short, we all win. Just take a look...

Winnovation drove record performance for The Principal
in 2006 (see Page 25 for a discussion of Non-GAAP Financial
Measures):
+ Record operating earnings of $972 million, up 13 percent
+ Record earnings per dituted share of $3.53, up 19 percent
+ Record net income available to common stockholders of
$1.03 billion, up 14 percent
+ Record assets under management of $257 billion,
up 32 percent
+ Record return on equity (ROE) of 15.3 percent,

up 150 basis points

Strong results drove our share price up 24 percent
in 2006. Since our Qctober 2001 initial public offering,

our share price has appreciated 186 percent'.

WHY WINNOVATION?

Clearly, the environment in which we operate is shifting.
Customer needs are changing, and changing faster. Financial
solutions are changing, and they're more complicated.
Competitive pressure is putting the squeeze on small and

medium-sized businesses and their employees,

Employers and their financial advisors need help. Employers
need help attracting and retaining employees. Help putting
“together strong but cost-effective benefit programs. Help
achieving their own financial security. Financial advisors need
new product education, needs analysis tools and point-of-
sale expertise. And they both need help navigating complex

pension legislation.
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Employees need help too. As employers move away from
traditional pension plans, employee benefit plans and health
care plans, decision making shifts to individuals. And while
people like the idea of control, they're overwhelmed by the
choices. They're raising their hands and saying, “Hey, we need

some help out here.”
That’s where The Principal comes in.

In this era of personal responsibility, we are uniquely

positioned to help people help themselves.

Programs like our worksite solutions, available in all U.S.
markets in 2006, help employers deliver financial security
products and services to their employees. Personalized
service. Where they work. As a result, employees are saving
more for retirement, and they're taking steps to create and

execute smart financial plans.

Our ability to provide this personalized service is unrivaled.
We have a greater local presence—with more financial experts
dedicated to one-on-one education and enrollment than any

of our competitors.
It's just one more way we give our customers an edge.

In addition:

+ Our worksite wellness programs are reducing health care
costs by helping employees get and stay healthy.

+ We're working to make life easier for retirees — piloting new
ways to help them create a stream of income they won’t
outlive. More than 250,000 individuals get a retirement
income check from The Principal each month. That number
will grow as more and more baby boomers enter retirement.

This is a critical need.

In short, we're responding to monumental changes in
demographics and the business environment by doing
what we’ve always done—finding better ways to help our

customers. That’'s winnovation.

! from opening of trading following the company’s initial public offering through Dec. 31, 2006.




LEADING THE WAY

Sticking to what we know and knowing what we do best

has propelled The Principal to a winning position in the U.S.
retirement services industry. We’re the number one provider
of bundled 401(k) plans, nonqualified deferred compensation
plans, employee stock ownership plans and defined

benefit plans=.

Outside of the United States, Principal International ranks
among the top five in Brazil’s pension market, Chile’s payout
annuities market and Mexico’s pension market. In addition,
we are a top 10 pension provider in Hong Kong, and CIMB-
Principal, our joint venture in Malaysia, is the largest retail and

institutional asset management company in Malaysia.

We lead by serving lots of customers well—17.6 million, in fact.

Animportant aspect of our leadership has been managing
assets appropriately for retirement investors and delivering
exceptional investment performance. As of year-end,

84 percent of the retirement plan separate accounts managed
by Principal Global Investors were in the top two Morningstar
quartiles for the one-year period; 96 percent for the three-year
period; and 88 percent for the five-year period.

And we lead by shaping the future. In 2006, we were involved

in & variety of retirement savings legislation, including:

+ Pension Protection Act of 2006 - We were significantly
involved in developing this act, which makes it easier for
Americans to save for their futures, and more likely that they
will. Part of our involvement included co-developing the
innovative new DB(k) products, which combines the best of

defined benefit and 4o1(k) plans.

+ Chilean pension reform — In 2006, The Principal played a
leading role in promoting the APVC (a 401(k)-like retirement
plan) as part of Chile’s pension reform legislation. Passage of
this legislation will broaden pension options for customers
in Chile.

tmproving long-term savings for our customers and citizens

around the world is a responsibility we take very seriously.

CONTINUING OUR Focus

Throughout 2006 we continued our strong commitment to key

aspects of our success:

+ Making The Principal easier to do business with —

For customers, we’ve invested in online resources,
improved technalogy in our contact centers and simplified
communication materials. For distributors, we're providing
new resources, tools and education.

+ Taking care of our employees — We continue to find
innovative ways to make The Principal a premier workplace,
as indicated by our fifth consecutive year as one of
FORTUNE's 100 Best Companies to Work For. As a result,
our employees are more satisfied than ever.

+ Operating efficiently — We keep a close eye on costs and
use technology and other innovations to manage expenses.
in 2006, for example, we automated and streamlined
production of customized materials for retirement clients,
saving $1 million.

+ Making the most of our capital — After providing sufficient
capital to meet our obligations to customers, the Individual
Life division was able to release $346 million of capital.
This enabled us to price our individual life offerings more
competitively, improve the returns of this business and

redirect resources into areas of higher growth and return.

2 Sources: Spectrem Group, 2606; PLANSPONSOR, December 2006; PLANSPONSOR, june 2005; and investment ADVISOR, |une 2005, respectively.
3 Co-develaped by The Principal and the American Society of Pension Professionals and Actuaries.




+ Giving back - In 2006, The Principal Financtal Group
Foundatien, Inc. provided more than $12 millien in support
of our local communities. And our employees? They
contributed nearly $3 million through the company and tens

of thousands of volunteer hours.

INVESTING FOR THE FUTURE

A number of important investments in 2006 position

The Principal for continued strong growth, including:

+ Acquiring WM Advisors, Inc. — This acquisition offers us
increased scale, enhances our assel management capabilities
{(including the addition of Edge Asset Management in
Seattle), gives us significant third-party distribution and
solidifies our leadership position with lifecycle funds—
one of the fastest growing asset classes in the United States.

+ Expanding in Southeast Asia — Acquisitions have helped
position CIMB-Principal, our asset management joint venture
in Malaysia, for strong growth in Southeast Asia.

+ Tapping into a global workforce — We're increasing our
efficiency through global work sharing. In July, we opened
our new office in Pune, India. By year-end, more than
240 employees in Pune were contributing to our information

technology, quality assurance and data processing work.
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SuccEess THROUGH WINNOVATION
Winnovation strengthened our shareholders’ investments again
in 2006. We look forward to delivering strong growth in 2007
and beyond.

To do so, we plan to keep doing what we've always done—
finding unique ways to meet the changing needs of our

customers, employees, distributors and communities.
Winning through innovation remains the key.

On behalf of all of us here at The Principal, thank you for your
support. We hope you will continue to share your questions,

comments and concerns. And please be sure to cast your vote
in time for the Annual Meeting of Shareholders, May 22, 2007.

A S

). Barry Griswell, Chairman and Chief Executive Officer

i

Larry Zimpleman, President and Chief Operating Officer
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Winning for Our Customers

WE MAKE IT PERSONAT,

The Principal is bringing personalized, easy to understand financial assistance
to the worksite—helping employees across the United States take charge of
their financial futures. Principal Retire Secure™ and Principal Work Secures™

include a variety of tools that simplify financial decisions, including:

+ My Principal® Edge, which includes a personalized statement that will
debut this spring as well as personalized assistance available on our
Web site, through conversations with our Client Contact Center, in

Plan Ahead. Get Ahead. magazine and more

+Easy retirement plan enroliment, automatic contribution increases and life

stage funds to make saving and investing easier

+Insurance benefits tailored to each employee’s unique needs, also delivered
through a simplified enrollment process
+Our proprietary needs analysis tool, which helps employees determine

their specific retirement and insurance needs and available solutions

Key to this service is our talented group of financial counselors who help
worksite customers identify needs and tailor strategies to fit each employee’s
persanal situation. And our practical and plainspoken communications make

it easy for customers to understand financial concepts and solutions.
The results are clear. Employers embrace our worksite solutions as value-
added. Employees feel valued and supported. And participants are taking

action to secure their financiaf success.

“Worksite” makes it personal. The Principal makes it possible.

In September 2006, Information Week magazine named
The Principal the No. 1 innovative user of technology,
tepping a list of 500 companies. Qur worksite efforts
helped earn us this award, as did several other initiatives
that clearly demonstrate how we use technology to achieve

nformationvvee

. D0

Fi - i)

business goals and better serve customers. Qur technology
staff continues to raise the bar; customers continue
to benefit.
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Winning for Our Employees

A GREAT PLACE FOR GREAT PEOPLE TO DO GREAT WORK

Winning compantes create winning environments. Our 15,000+ talented
empioyees work each day to meet customer needs, and we repay them by
making The Principal a great place to work, with benefits and amenities that

stand out in today’s crowded, competitive marketplace.

Highlights include:

+ Flexibility — making work/life balance possible through time off and flexible
work arrangements

+ Financial security — excellent retirement benefits and free, personalized
financial counseling onsite

+ Development — featuring two Development Weeks in 2006 and an average
of 44 hours focused on each employee’s development

+ Family friendly benefits — with a Working Caregiver Leave program
designed to help employees phase back into work after family leave and
a No Meeting Friday policy designed to reduce weekend work

+ Focus on diversity — including employee diversity resource groups that are

helping to drive success with our business strategy

The results speak for themselves. Record Employee Opinion Survey
participation and scores in 2006, Decreased turnover. 96 percent retention
of our highest performers. Higher productivity. And increased pride, with

scores that beat best-in-class norms. How great is that!

In September 2006, Working Mother magazine
announced its annual list of the 100 Best Companies
for Working Mothers, with The Principal ranked in
the top ro. With an employee population that’s

69 percent women, this recognition is especially
gratifying. See Pages 18-19 for a more complere listing
of our most recent workplace awards, including our
fifth consecutive year as one of FORTUNE’s 100

Best Companies to Work For.
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Winning for Our Distributors

BUILDING OUR BUSINESSES TOGETHER

Each day The Principal relies on more than 100,000 distribution relationships
to help us sell our products. These distributors are key to helping us grow

our business, and we return the favor by helping them grow theirs.

Throughout 2006 we intensified our focus on identifying the most
productive distributors and on deepening our relationships with them.
We're also elevating their prominence within The Principal, making sure our

employees are aware of the important role these advisors play in our success.

fn addition, we're becoming increasingly flexible in how we collaborate
with distributors. Where they have expertise, we seek to leverage it.
Where we have expertise, we offer it to them—providing both product
education and point-of-sale support that make their jobs easier. In 2006,
for instance, we offered advisor education around:

+ Health savings accounts
+ Retiree income management strategies
+ Annuities

+ Consumer-driven dental solutions

In the end it all comes back to our customers. Working together,
we're better able to fulfill their needs. And that’s the best way to build

any business.

In the 2006 planadviser defined contribution survey, more than 10c advisors
weighed in on their favorite providers. The Principal received five best in class
awards, including service to plans, post-sale support and participant services.
In a 2005 Brightworks 401(k) Advisor study, The Principal received a

Neo. 1 ranking for being a long-term player in the 4o1(k} market. Most
recently, United Benefit Advisors (UBA) named The Principal its Strategic
Partner of the Year, We're proud of these accolades and the strong
relarionships that helped us earn them.
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Winning for Our Communities

THE SPIRIT OF THE PRINCIPAL

Inherent in our core value of Integrity is cur responsibility to give back. At

The Principal, our innovative approach to community involvement includes:

+ Volunteer Time Off — We offer every employee eight hours of company
time to volunteer each year. In 2006, nearly 5,000 employees took
advantage of this benefit, contributing more than 32,000 hours to their
communities. And more than 1,400 employees took additional company
time to participate in United Way’s Day of Caring.

+ A dollar-for-dollar match on all United Way contributions — This program
will double the $2.8 million pledged in 2006 through the company by
employees, producers and retirees, for a total United Way impact of
$5.6 million.

+ A focus on development — We believe volunteerism is not only personally

rewarding but professionally beneficial. As employees look for informal

development opportunities, volunteerism is first on our recommended list.

Our employees serve their communities with the same passion they serve

customers. They're hard-working, results-oriented and focused on the future.

They are the spirit of The Principal.

The Principal was named United Way of America’s
t9th Spirit of America award winner in May 2006,
This is the highest honor United Way gives for
corporate community involvement. Our employees,
retirees and producers earned us this award. We are
grateful on a daily basis for their generous spirit
and enormous heart.

3




At a Glance The Principal Financial Group - Operating Segments

U.S. Asset Management and Accumulation

U.5. Asset Management and Accumulation consists of:

Asset Accumnulation Operations (Retirement and Investor
Services), which provide integrated retirement savings,

payout solutions and related investment products and services
to growing businesses, their employees and other individuals,
as well as not-for-profit organizations and large financial
institutions and employers; and Asset Management Operations
(Principal Global Investors, our U.S. based global asset manager),
which provide investment management to The Principal, large
U.5. corporate, private and Taft-Hartley pension funds, U.S.
endowments and foundations and non U.S. institutions.

Asset Accumulation

Full Service Accumulation (FSA): Products and services

for defined contribution (DC) pension plans, including 401¢k)
and 403(b) plans, as well as defined benefit (DB) pension plans,
nonqualified executive benefit plans and Employee Stock
Ownership plans, FSA serves some 35,000 plans and

3.2 million plan participants.

Mutual Funds: The Principal offers a wide array of mutual funds,
including target-risk and target-date funds, designed to help
individuals achieve their long-term financial objectives. Qur
mutual funds feature premier investment managers from
Principal Global Investors and its affiliates along with subadvisors
from many of the nation’s other leading asset managers.

The Principal offers more than 100 funds and 2§ investment
managers. Principal Funds are available to individuals in
traditional investment accaunts; qualified retirement solutions like
401(k)s; and Traditional, Roth and Rollover IRAs, Principal Variable
Contracts Fund portfolios act as investment choices for variable
annuity and variable life contracts.

Annuities and Payout Solutions: The Principal offers a variety of
annuities including variable, fixed deferred, indexed and income
annuities to meet individual investor needs. Annuities offer a tax-
effective means of accumulating retirement savings, as well as a
tax-efficient source of income during the payout period.

Bank and Trust Services: Principal Bank offers a full array of
traditional consumer banking products and services, including
checking and savings, health savings accounts, online bill
payment, credit cards and home equity loans. Qur e-banking
strategy enables us to control costs and offer competitively
priced, easy-to-access products and services to customers
who can transact their banking business 24 hours a day,

365 days a year, through the Internet, our Call Center, the mail
or other electronic means. Principal Trust Company specializes

in providing affordable and innovative trust solutions for self-
directed, tax-advantaged savings accounts and a full array of
employee benefit plans and accounts including 401{k) and
403(b} plans, defined benefit pension plans, nonqualified
executive benefit plans and ESOPs.

investment Only: Services include guaranteed investment
contracts and funding agreements, which pay a specified rate
of return, either fixed or based on an external market index.

Full Service Payout: Products offer flexible income options
to pension plan participants who have retired or left their
employment, as well as solutions for funding liabilities
associated with terminating defined benefit plans.

Asset Management

Principal Global Investors manages assets worldwide on behalf
of institutional cfients, including retirement plans, endowments,
foundations and insurance companies. The firm’s extensive global
investment capabilities encompass U.S. and international equity,
fixed income and U.S. commercial real estate investments, as
well as specialized overlay and advisory services. Principal Global
Investors has established long-term relationships with a broad
range of institutional clients throughout North America, Asia,
Australia and Europe. Principal Global Investors’ team includes
more than o0 investment professionals in offices around the
world, covering investment markets in more than so countries.

Financial Highlights for U.S. Asset Management

and Accumulation

+ Segment operating earnings were a record $645 million,
an increase of 20 percent from zo0s, including record
performance for: Full Service Accumulation (FSA}, up
18 percent; Principal Global Investors, up 39 percent; individual
annuities, up 23 percent; and mutual funds, up 56 percent.

+Organic sales of our three key retirement and investment
products—FSA, mutual funds and individual annuities—
reached a record $13.5 billion in total, up 18 percent from 2005,
including record FSA sales of $7.2 billion, an increase of
18 percent.

+ Segment assets under management (AUM) increased
$58 billion, or 15 percent, to a record $222 billion (includes
$28 billion of AUM related to the company’s acquisition of
WM Adbvisors, Inc., which added approximately $23 billion to
mutual fund account values and $5 billion to Principal Global
Investors’ third party AUM).




+ FSA accoumt values increased $14 billion, or 19 percent to a
record $92 billion, driving account values for our U.S. Asset
Accumulation businesses up 36 percent to a record $163 billion
{up 17 percent on an organic basis).

+ Principal Global Investors increased AUM by 32 percentto a
record $191 billion {up 17 percent on an organic basis). Strong
investment performance across all major asset classes helped
Principal Global Investors win new institutional mandates
representing $6.7 billion of assets, driving third party AUM
up 44 percent to a record $59 billion (up 31 percent on an
organic basis).

International Asset Management and Accumulation
Our Internationat Asset Management and Accumulation segment
consists of Principal International, which provides retirement
products and services, annuities, long-term mutual funds and
related financial services to businesses, their employees and
other individuals, as well as institutional asset management,

in sefect markets outside the United States. As governments and
businesses around the world continue to reexamine their roles

in pensions and retirement, Principal International enables the
organization to capitalize on this opportunity.

Principal International has operations in Brazil, Chile, China,
Hong Kong, India, Malaysia and Mexico. We continue to align
ourselves with leading local brands in these locations; joint
venture partners include China Construction Bank (China),
Punjab National Bank and Vijaya Bank (India), Banco do Brasil
(Brazil) and CIMB Group (Malaysia).

Financial Highlights for International Asset Management
and Accumulation
+ Operating earnings for the segment were a record $72 million,
an increase of 1 percent from 2005.
+ Segment AUM increased nearly $4 billion, or 24 percent,
1o a record $19 billion, reflecting strong growth in
Principal International’s asset accumulation businesses
and increasing success in leveraging local country asset
management capabilities.
+ Segment return on equity, at 7.8 percent at year-end, remains
on track to reach the company’s target for the segment of
10 percent by 2010.
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Life and Health Insurance

The Life and Health Insurance segment offers a broad range of
group and individual insurance products to meet the financial
protection and security needs of growing businesses and
individuals throughout the United States. We focus our products,
services and marketing expertise on serving businesses, business
owners, senior executives, employees and other individuals by
delivering high value solutions for risk and income protection for
individuals, groups and key executives.

The segment consists of three divisions:

+ Individual Life Insurance - estate planning, business
continuation, executive benefits and financial planning needs

+ Health Insurance — group medical, including combined high
deductible health plans with health savings accounts, wellness
programs and administrative services

+ Specialty Benefits — group dental and vision insurance, group
life insurance and group and individual disability insurance

The segment serves 79,000 employers and 5.6 miltion covered
members. Principal Life tnsurance Company ranked as the
seventh largest U.S. life insurer (based on statutory assets

as of year-end 2005).

Financial Highlights for Life and Health Insurance

+ Record operating earnings far the segment of $283 million, an
increase of 3 percent from 2005, including record results for the
Specialty Benefits division, which increased 19 percent.

+ Record operating revenues for the segment of $4.7 billion,
an increase of 8 percent from 2005, with fourth guarter 2006
marking the segment’s ninth consecutive record quarter.

+ Third consecutive year of 20+ percent sales growth for the
Specialty Benefits division.

+ Group medical covered members grew 4 percent to 643,000
driven by g percent growth in our target states,
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Investing for the Future

Value-added Solutions

For businesses...

+ Bundled retirement solutions — As employers look to reduce
costs and ease administrative burdens, they’re increasingly
interested in bundled offerings. Throughout 2006 we
continued to enhance Principal Total Retirement Suite™, our
comprehensive retirement plan consulting and administrative
services offering, building on the strengths of our core
business. In 2006, 58 percent of cur retirement plan sales
came from Total Retirement Suite.

+ Business owner solutions — As the leading deferred compensation
plan recordkeeper, we continued to enhance our offerings
geared toward business owners and key executives, including
business protection, wealth transfer, retirement and estate
planning, and nonqualified deferred compensation.

+ Health and wellness solutions — Throughout 2006 we
continued to enhance our health and wellness offerings for
employers and their employees.

» We introduced Principal HealthyEssentials™, designed to
provide health and wellness programs for group medical
customers with more than 25 employees. The program
offers health screenings and health risk analyses, along
with additional resources and services, all geared toward
improving employees” health and controlling costs,
After being one of the first to market with health savings
accounts (H5As), we introduced HSAs to the third party
market in 2006. We now offer HSAs to other insurers, third
party administrators and investment firms, filling critical
needs in employee benefit offerings.

In August we added group voluntary vision insurance to

our growing suite of voluntary worksite products that

enable employers to offer benefit options that attract and
retain employees without incurring additional benefit
costs. The insurance provides an affordable way for
employees to access insurance protection and schedule
yearly eye exams for themselves and their dependents.

+ In November we unveiled a comprehensive educational
program with easy-to-use tools designed to help navigate the
numerous changes called for by the Pension Protection Act of
2006. The program includes compliance summaries, one-
page overviews of key provisions, newsletters and webcasts.
Key to this program is our new Pension Protection Act Guide
that gives plan sponsors and financial professionals an edge in
understanding the immediate impact of the new law as well as
how they can prepare to incorporate future requirements and
optional designs into their strategies.

+ We published our fifth Best Practices Guide for growing
businesses, focused on using employee benefits to recruit,
relain and motivate top talent. The guide is based on our
nationwide search, The Principal 10 Best Companies for
Employee Financial Security.

+ Throughout the year we continued our free educational series
to help women business owners grow their businesses. Qur
teleclasses covered a variety of tapics such as marketing,
negotiating, goal-setting and employee benefits. Each class
averaged 1,000 registrations.

...and the advisors who serve them

+ We continue to help advisors build their skills to meet
changing customer needs. In 2006, for instance, our Retiree
Financial Management program hetped nearly 200 advisors
develop their skills in addressing the unique financial needs
of individuals near or in retirement. And our annuity training
modules provide annuity education and comprehensive sales
training specifically for banks.

+ As consumer driven healthcare continues to expand at a rapid
pace, The Principal continues to educate brokers on the state
of the healthcare industry and advancements in new products
such as heaith savings accounts (HSAs) and wellness programs.
For the third year, leaders from The Principal toured the United
States, helping to arm brokers with the tools and information
they need to provide valuable counsel and effective health
benefit programs for their clients.

For employees and other individuals

+ Our do-it-for-me lifecycle funds, Principal LifeTime Funds,
celebrated a five-year milestone in June, marked by high
demand, rapid growth and strong performance. Now, nearly
60 percent of plan sponsors offer the target date portfolios to
participants, and one in three dollars of new case funds in our
retirement business are Principat LifeTime Funds.

+ The Principal was one of the first to make the new Roth savings
option available to plan sponsors for 401(k) and 403(b) plans.
To address the subsequent issue of what to do when employees
leave small amounts behind in these plans, Principal Bank
debuted a new Roth option for the Principal Safe Harbor IRA™,
This enables plan sponsors to roll over small-balance Roth
401(k) and 403(b) accounts into a Roth IRA. Essentially, plan
sponsors can reduce plan administration costs by removing
costly low-balance accounts from their plans; and employees
can continue to save for retirement, preserving the tax-
advantaged status of their funds.




+ In June we introduced The Principal Enroliment Suite®™ and the
new patent pending Easy Enroliment form, requiring just three
simple steps to enroll in a retirement plan. These innovations
are already increasing participation and savings rates by helping
employees overcome uncertainty.

+ In September CIMB-Principal launched the world’s first ASEAN-
sponsored (Association of Southeast Asian Nations) Exchange
Traded Fund, FTSE/ASEAN 40, on the Singapare Exchange.
Traded in U.S. dollars, it tracks an index of the top 40 companies
ranked by market capitalization across the five stock exchanges
of Singapore, Malaysia, Indonesia, the Philippines and Thailand.
Qur innovative new offerings underscore our commitment to
providing customers a wide array of investment options, and to
growing our international asset management business.

+ Our new, online Treatment Cost Advisor™ helps health
plan members evaluate the price of specific procedures and
medications. It’s one of a number of tools and services available
through Principal HealthyConnections, which is focused on
helping members get and stay healthy. Other offerings include
online health assessment tools, a library of health and wellness
news, information about managing specific conditions or
procedures and other services for those needing specialized care.

+ Last September we launched our new online Return To Work
toolkit, which provides tools and resources for those who want
more information about getting back to work after a disability.
Information in the toolkit includes an overview of rehabilitation,
Social Security services and detailed information about
searching for a new job. It allows participants to explore many
options and empowers them at a time when they often feel as
if they don’t have control of their future.

Sales and Service

Local sales and service remtain a true competitive advantage for

The Principal, enabling us to meet the special needs of growing

businesses and their employees. In 2006, we continued to

enhance our resources. As of year-end:

+ Qur retirement sales force was more than 100 strong in
45 local offices, maintaining relationships with more than
11,000 independent brokers, consultants and agents.

+ We had mare than 160 local retirement service reps, focused
on the needs of plan sponsors and 140 education specialists to
provide support to retirement plan participants.

+ In our life and health businesses, we had more than 1,co0 career
agents, more than 160 medical, non-medical, life and disability
wholesalers and more than 100 service representatives.

THE PRINCIPAL FINANCIAL GROUP 2006 ANNUAL REPORT

During the year, we also continued to enhance our strong
marketing and distribution networks: leveraging and
strengthening existing alliances, selectively adding new
relationships and making additional refinements and changes
to drive future revenue and earnings growth.

In our U.S. retirement business, for instance, we continued

to grow our capacity in the large retirement plan market
{$100+ million of retirement assets) expanding our team and
increasing resources dedicated to serving consultants and
financial professionals in this market. Our dedicated institutional
consultant relationship management team, product specialists
and additional sales expertise are helping us capitalize on more
and more large plan opportunities,

In addition:

+ We continued to build our retirement distribution alliances,
deepening relationships with independent financial advisors
from firms like Smith Barney, Raymond James and more.

+1n our life and health businesses, we're focused on deepening
relationships with key independent distributors. Through our
new Principal Privileged Partner Program’, for instance, we
provide peak service and support to our top brokerage general
agents, lending our expertise and commitment to helping
them successfully build their businesses.

+ And through our expanding brokerage advisory councils,
we continue to seek input on the needs of our independent
distributors, helping to make The Principal easier to
do business with.

Technology

Our investment in technology continues to pay off for
customers, enabling us to provide improved customer service,
serve customers in the ways they want to be served and bring
products to market more quickly. For instance:

+ We launched the first phase of our new Specialty Benefits
administration system. By investing in this greatly enhanced
system, we’re able to get products to market more quickly.
We're also better able to handle transactions at the member
level, which is key as voluntary benefits become increasingly
popular. And we have greater flexibility to accommodate the
unique needs of our large case clients.

' The Principal Privileged Partners are highly valued brokerage offices and have not entered into a legal partnership with any company of the Principal Financial Group®.




[nvesting for the Future, continued

+We streamlined retirement plan administration for our plan

sponsors, introducing technology enhancements that give

plan sponsors the ability to update participant information for
multiple plans with a single entry. This leading edge innovation
helps Principal Total Retirement Suite’™ clients manage their
multiple retirement programs with greater efficiency.

+In May we became one of the first companies to offer electronic

Form 5500 reports to retirement plan clients, effectively
replacing a cumbersome bundle of paper—often more than
100 pages long—with an efficient, value-added online resource.
form 5500, an annual report of employee benefit plans
required by federal law, is now more robust and user-friendly,
collecting data throughout the year, offering running totals and
enabling clients to easily share information with auditors.

Awards and Recognition

The Principal continues to be included in the FORTUNE 500

and Forbes” Platinum qoo—America’s Best Big Companies. In
addition, we're proud of the third-party awards, recognitions and
rankings that demonstrate our high standards for performance
and our commitment to customer focus, employees, technology/
innovation and communities.

Customer/Client Satisfaction

+Earned 27 “Best in Class” ratings in Chatham Partners survey
of retirement plan clients with more than $25 million in
assets, including recognition for flexibility, accessibility and
responsiveness of client service teams, overall satisfaction with
actuarial services and timeliness and accuracy of transactions.
{(December 2006)

+ Received recognition for quality of our Defined Benefit and
Defined Contribution plan statements in DALBAR's 2006
Trends & Best Practices in Investor Statements, and the
DALBAR Communication Seal of Excellence in customer
communications for our Defined Benefit, Defined Contribution
Total Retirement, variable annuity and mutual fund statements.
(January 2006)

+ Earned 11 “Best in Class” awards in the 2006 PLANSPONSOR
Defined Contribution survey, including participant category
awards for overall participant education, clarity of statements,
timeliness of participant reporting, turnaround time for
loans/withdrawals, participant Internet services, call center and
participant communications. (November 2006)

+ Third longest client retention (an average of 8.8 years vs. an
industry average of 7.5 years}), in the Boston Research Group's
2006 plan sponsor Defined Contribution study. (August 2006)

+ Received DALBAR Seal of Excellence for Defined Contribution
Plan Participant and Plan Sponsor Web sites. (July 2006)

+ Ranked in the top 10 insurance companies on the Customer
Respect Group’s Customer Respect Index, ranking companies
for treatment of online customers; ranked second in the life
and health insurance category. (June 2006)




Industry Leadership/Corporate Responsibility

+ Principal Global Investors manages assets for 10 of the
25 largest U.S. pension funds

+ Principal Global Investors ranked in top 20 among institutional
money managers in fnstitutional investor's 2006 Pension
Olympics survey, based on number of new clients gained
in 2005 (May 2006)

+ Principal Global Investors ranked fifth out of the 35 biggest 401(k)
managers by Investment News DataBook (December 2006}

+ Recognized by Pensions & investments as the fourth largest
manager of real estate, 13th largest manager of Defined
Contribution assets and 42nd largest institutional manager in
the world (May and October 2006)

+ Principal Funds ranked as the fifth largest manager of lifecycle
funds by Financial Research Corporation {December 2006)

+ Principal LifeTime Funds ranked as the top lifecycle fund family
by Turnstone Advisory Group (January 2007)

+ Principal LifeTime Funds came in first in Lipper’s mixed asset
target 2030, 2030+ and allocation conservative categories for
the three-year period ending Dec. 31, 2006 (March 2007}

+ Principal Real Estate Fund named One-Year Best Performer
based on total return for the period ended September 2006
(Wall Street Journal, October 2006)

+ Numerous international awards for investment performance,
including: in China, 2005 Best Fund Launching Award; in Hong
Kong, Best Equity Fund Group for mutual funds and mandatory
provident funds; and in India, Platinum rating on Principal
Tax Savings Fund. In Chile, Principal Mutual Fund Andes was
named one of the 10 most profitable funds in 2005, and our
Malaysian joint venture was honored with Most Improved Fund
House, Most Innovative Product, Best Offshore Fund and Best
islamic Fund House for 2006.

+ BrasilPrev (joint venture with Banco do Brasil) named one of the
mast admired companies in Brazil (2006)

+ Recognized as sales growth leader for voluntary benefits
(dental/viston, life and disability) for companies with more
than $25 million in voluntary sales, by EastBridge Consulting
Group, Inc. (July 2006)

+ InformationWeek magazine — Ranked No. 1 on the magazine’s
Top 500 Most Innovative Users of Information Technology
(September 2006)

+ United Way of America — Honored with United Way's 2006
Spirit of America award, recognizing corporate and employee
community involvement (May 2006)

+ Corporate Responsibility Officer (CRO) magazine - Named one of
the 100 Best Corporate Citizens for 2007 (January 2007)
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Best Places to Work

+ Ranked 77th on FORTUNE magazine’s 100 Best Companies to
Work For (January 2007)

+ Working Mother magazine — Included in the Top 10 Companies
for Working Mothers (September 2006)

+ National Association of Female Executives — Named one of the
Top 30 Companies for Executive Women (March 2007)

+ Wellness Councils of America — Platinum Well Workplace
(July 2006}

+ AARP The Magazine — Recognized as one of the Best Employers
for Workers Over 50 (September 2006)

+ LATINA Style magazine — Named one of the 50 Best Companies
for Latinas to Work For in the U.S. (August 2006)

+ Computerworld magazine — Ranked 29th on Computerworld’s
100 Best Places to Work in IT (June 2006)

+ Human Rights Campaign Foundation — Scored an 85 ocut of a
possible 100 on the Corporate Equality Index (October 2006)

+ BrasilPrev has been named one of the 150 Best Companies to
Work For in Brazil, one of the 50 Best Companies For Women,
one of the best companies on human resources management
and the best company for interns. (2006)

9
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Financial Highlights

The Principal Financial Group is a leading provider of a wide range of financial products and services for businesses and individuals,
Our largest member company, Principal Life Insurance Company, is the seventh largest U.S. life insurance company as measured by
year-end 2005 statutory assets. Worldwide, the Principal Financial Group serves approximately 17.6 million customers from more than

250 locations, including offices in Asia, Australia, Europe, Latin America and the United States.

Net income available to common stockholders (in millions)
Operating earnings (in millions)"3

Total revenue (in millions)’

Total assets (in millions)

Assets under management (in millionsy’

Total stockholders” equity (in millions)

Operating earnings per diluted share®s

Operating return on average equity™*s

Total customers (in millionsy4

' Certain reclassifications have been made to 20032, 2003, 2004 and 2005 to conform to 2006 presentaticn.

? Excludes Principal Residential Mortgage, Inc. from 2002-2003.
I5ee page 25 for a reconciliation of non-GAAP measures to U.S. GAAP.

8

71861
3253

2005

901

862
9,042
127,035
195,200
7.807

2.97

13.8%

4 Inctudes employees and their dependents under employee benefit arrangements. Rounded to nearest 100,000.
3 Stockholders’ cquity available to common stockholders excluding accumulaled other comprehensive income (loss).

2004

$ 826
765
8,321

113,798

167,000

7.544

$ 243

12.3%

15.1

2003 2002

) 746 $ 142

668 579
7.993 7,63
107,754 89,871
142,000 104,900
7:400 6,657
$ 204 3 1.65
10.9% 9.1%
14.2 12.4
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2002 2003 2004 2005 2006

Assets Under Management
(in billions)?

2006

2002 2003 2004 2005

Operating Return on
Average Equity?

2002 2003 2004 200§ 2006

Net income available to
common stockholders

{in billions)

H

2004 2005 2006

2002 2003

Operating Earnings per
Diluted Share3

"Includes employees and their dependents under employee benefit arrangements. Rounded to nearest 100,c00.

2 Excludes Principal Residential Mortgage, Inc. from 2002-2003.
3 Certain reclassifications have been made to 2002, 2003, 2004 and 2005 4o conform ta 2006 presentation.
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The Principal Financial Group, Inc.

Summary Consolidated Statements of Income

For the year ended December 31,

2006 2005 2004
(in millions)

Revenues
Premiums and other considerations $ 4,305.3 $ 3,975.0 3,710.0
Fees and other revenues 1,902.5 1,717.8 1,491.7
Net investment income 3,618.0 3,360 3,224.0
Net realized/unrealized capital gains (losses) 44.7 {1%.2) (104.8)

Total revenues 9,870.5 9,041.7 8,320.9
Expenses
Benefits, claims, and settlement expenses 5,692.4 5,282.9 4,959.5
Dividends to policyholders 20.7 293.0 296.7
Operating expenses 2,568.7 2,342.1 2,185.6

Total expenses 8,541.8 7,918.0 7,441.8
Income from continuing operations before income taxes 1,328.7 1,123.7 879.1
Income taxes 295.0 212.2 178.2
Income trom continuing operations, net of related income taxes 1,033.7 891.5 700.9
Income from discontinued operations, net of related income taxes 30.6 27.5 130.4
Income before cumulative effect of accounting changes 1,064.3 919.0 8313
Cumulative effect of accounting changes, net of related income taxes - — (5.2)
Net income 1,064.3 919.0 825.6
Preferred stock dividends 33.0 17.7 -
Net income available to common stockholders $ 1,031.3 $ 9013 825.6
Earnings per common share
Basic earnings per comman share:

Income from continuing operations, net of related income taxes $ 3.67 3 3.03 2.24

Income from discontinued operations, net of retated income taxes an c.10 0.42

Income before cumulative effect of accounting changes 3.78 3.13 2.66

Cumutative effect of accounting changes, net of related income taxes — — (0.02)
Net income $ 3.78 $ 3.3 2.64
Diluted earnings per common share:

Income from continuing operations, net of related income taxes $ 3.63 $ 3.01 2.23

Income from discontinued operations, net of related income taxes 0.1 0.10 0.41
Income before cumulative effect of accounting changes 3.74 111 2.64
Curmnulative effect of accounting changes, net of related income taxes - — (0.02}
Netincome $ 3.74 $ 3.1 2.62

The information in the summary consolidated statements of income shown above has been prepared in conformity with accounting principles generally accepted
in the U.S. {“11.5. GAAP™). Itis a replication of the information in the consolidated statements of operations in the Principal Financial Group, Inc.’s 2006 Financial
Report. For complete financial statements, including notes and management’s discussion and analysis of financial condition and results of operations, please refer
to the 2006 Financial Report, or Form 10-K filed with the Securities and Exchange Commission, both of which can be found at www.principal .com/investor.
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Summary Consolidated Balance Sheets
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2006 2005
(in millions)

Assets
Fixed maturities, available for sale $ 44,4035 $ 42mnm7.2
Fixed maturities, trading 323.4 113.2
Equity securities, available for sale 666.6 724.4
Equity securities, trading 181.0 90.3
Mortgage loans 11,663.9 11,484.3
Real estate 867.0 9001
Policy loans 850.7 827.7
Other investments 1,410.7 1,113.5

Total investments 60,366.8 57,370.0
Cash and cash equivalents 1,590.8 1,639.3
Accrued investment income 723.5 682.3
Premiums due and other receivables 1,252.3 592.7
Deferred policy acquisition costs 2,418.9 2,174
Property and equipment 422.5 419.8
Coodwill 361.9 282.3
Other intangibles g981.0 202.6
Separate account assets 73,779.6 62,070.0
Assets of discontinued operations - 103.2
Other assets 1,760.8 1,498.4

Total assets $ 143,658.1 $ 127,035.4
Liaklities
Contractholder funds $ 36,799.0 $ 33,6124
Future policy benefits and claims 17,332.6 16,825.5
Other policyholder funds 619.4 6571
Short-term debt B4 476.4
Long-term debt 1,553.8 898.8
Income taxes currently payable 4.2 -
Deferred income taxes 917.2 974.8
Separate account liabilities 73,779-6 62,070.0
Liabilities of discontinued operations - 4.5
Other liabilities 4,707-4 3,709.0

Total liabitities 135,797-3 119,228.2
Stockholders’ equity
Series A preferred stock, par value $.01 with liquidation preference of

$100 per share - 3.0 million shares authorized, issued and outstanding at December 31, 2006 and zo05 - -
Series B preferred stock, par value $.01 with liquidation preference of

$25 per share - 10.0 million shares authorized, issued and outstanding at December 31, 2006 and 2005 0.1 0.1
Common stock, par value $.01 per share - 2,500.0 million shares authorized, 383.6 miltion

and 38t.3 million shares issued, and 268.4 million and 28¢.6 million shares

autstanding at December 31, 2006 and 2005 3.8 3.8
Additional paid in capital 2418 8,000.0
Retained earnings 2,824 2,008.6
Accumulated other comprehensive income 846.9 994.8
Treasury stock, at cost {115.2 million and 100.7 million shares at December 31, 2006 and 2005) (3,955.9) (3,200.1}

Total stockhalders” equity 7,860.8 7,807.2

Total liabilities and stockholders’ equity $ 143,658 $127,035.4

The infarmation in the summary consolidated balance sheets shown above has been prepared in conformity with accounting principles generally accepted in the
U.S. ("U.S. GAAP”}. It is a replication of the information in the consolidated statements of financial position in the Principal Financial Group, Inc.’s 2006 Financial
Report. For complete financial statements, including notes and management’s discussion and analysis of financial condition and results of operations, please refer
to the 2006 Financial Report, or Form 10-K filed with the Securities and Exchange Commission, both of which can be found at www principal.com/investor.
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The Principal Financial Group, Inc.
Summary Consolidated Statements of Cash Flows

For the year ended December 31,

2006 2005 2004
(in millions)
Operating Activities
Net Income 3 1,064.3 $ 919.0 $ 825.6
Adjustments to reconcile net income 1o net cash provided by operating activities:
Income from discontinued operations, net of related income taxes (30.6) (27.5) (130.4)
Cumulative effect of accounting changes, net of related income taxes - - 5.7
Amortization of deferred policy acquisition costs 239.2 246.6 210.8
Additions to deferred policy acquisition costs (498.9) (482.) (477.7)
Accrued investment income (41.2) (4.9) (21.5)
Net cash flows from (for) trading securities (200.3) (37.3) 6.3
Premiums due and other receivables (419.1) (70.8) {24.9)
Contractholder and policyholder liabilities and dividends 1,851.8 2,006.8 1,749.9
Current and deferred income taxes 169.6 (453.3) 38.0
Net realized/unrealized capital (gains) losses (44.7) 1.2 104.8
Depreciation and amortization expense 105.3 99.7 105.7
Mortgage loans held for sale, acguired or originated (427.3) (2,262.0) (1,142.4)
Mortgage loans held for sale, sold or repaid, net of gain 761.4 2,326.8 940.3
Reat estate acquired through operating activities (82.3) (44.6) (45.8)
Real estate sold through operating activities 88.6 41.9 85.7
Stock-based compensation 71.8 48.8 43.4
Other (329.7) (192.1) {241.0)
Net adjustments 1,214.2 1,207.2 1,205.9
Net cash provided by operating activities 2,278.5 2,126.2 2,031.5
Investing Activities
Available for sale securities:
Purchases (7.765.4) {8,955.1) (10,301.6)
Sales 1,438.9 3,300.5 2,327.1
Maturities 3,595.8 3,903.2 4,411.0
Martgage loans acquired or originated (2,600.2} (2,485.5) {2,760.4)
Mortgage loans sold or repaid 2,102.6 2,704.5 2,499.6
Real estate acquired (29.1) {92.2) (341.5)
Real estate sold 1741 319.8 345.6
Net purchases of property and equipment (50.5) (44.4) (47.5)
Net proceeds from sales of subsidiaries - - 694.7
Purchases of interest in subsidiaries, net of cash acquired (769.2) (58.1) (128.1)
Net change in other investments {3.9) {76.4} 116.5
Net cash used in investing activities (3,912.9} (1,483.7) (3,184.6)
Financing activities
Issuance of commaon stock 66.2 50.9 41.2
Issuance of preferred stock - 542.0 —
Accelerated stock repurchase settlement - (84.0) —
Acquisition and sales of treasury stock, net (755.8) {868.4) (772.6)
Proceeds from financing element derivatives 13241 168.4 110.6
Payments for financing element derivatives (141.0) (123.2) {84.6)
Excess tax benefits from share-based payment arrangements 8.4 - -
Dividends to common steckholders (214.7) {182.2) {166.5)
Dividends to preferred stockholders (24.7) (17.7} -
Issuance of long term debt 601.7 137.5 12.1
Principal repayments of long term debt (21.0) (72.6) {447.2)
Net proceeds (repayments) of short term borrowings (390.5) 199, (291.4)
Investment contract depasits 8,926.7 7,250.0 7,312.4
Investment contract withdrawals (6,859.4) (6,504.5) {5,294.9)
Net increase {decrease) in banking operation deposits 258.9 41.9 (5.0}
Net cash provided by financing activities $ 11,5859 $ 546.2 $ 4141

The information in the summary consalidated statements of cash flows shown above has been prepared in conformity with accounting principles generally accepted

in the U.S. (“U.5. GAAP”). It is a replication of the information in the consolidated statements of cash flows in the Principal Financial Group, Inc.’s 2006 Financial Report.
For complete financial statements, including notes and management’s discussion and analysis of financial condition and results of operations, piease refer to the

2006 Financial Report, or Form 10-K filed with the Securities and Exchange Commission, both of which can be found at www.principal.com/investor.
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Summary Consolidated Statements of Cash Flows, continued
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For the year ended December 31,

2006 2005 2004
(in millicns)

Discontinued Operations
Net cash provided by (used in) operating activities $ (1) $ 125 $  (627.7)
Net cash used in investing activities (0.9} (125.0) (473.7)
Net cash provided by financing activities - - 600.0
Net cash provided by (used in) discontinued operations (2.0) 0.1 (501.4)
Net increase (decrease) in cash and cash equivalents (50.5) 1,188.8 {1,240.4)
Cash and cash equivalents at beginning of year 1,641.3 452.5 1,602.9
Cash and cash equivalents at end of year $ 1,590.8 $ 11,6413 $ 452.%
Cash and cash equivalents of discontinued operations included above:

At beginning of year $ 2.0 $ 1.9 $ 501.3

At end of year $ — $ 2.0 $ 1.9
Schedule of noncash transactions
Tax benefits related to demutualization $ - $ 163.8 % -

The Principal Financial Group, Inc.
Use of Non-GAAP Financial Measures

The company uses a number of non-GAAP financial measures that management believes are important in understanding and evaluating the
normal, recurring operations of our businesses. Non-GAAP measures included in the annual report are operating earnings per diluted share,
gperating earnings and operating return on average equity excluding other comprehensive income. While such measures are also consistent
with metrics utilized by the investment community to evaluate performance, they are not a substitute for U.5. GAAP (GAAP) financial
measures. Therefore, we provide below a reconciliation of the non-GAAP measures to the comparable GAAP financial measures.

For the year ended December 31,

2006 2005 2004 2003 2002
Net income available to common stockholders per diluted share
Operating earnings per diluted share % 3.53 3 297 $ 243 3 204 $ 165
Net uprealized capital gains/(losses) 0.07 {0.06) (0.20) (0.15) (0.70)
Other after-tax adjustments 0.14 0.20 .39 0.30 (0.54)
Net income available to common stockholders per diluted share 3 3.74 $  In $ 2.62 $ 2.28 $ oqp
Net income available to common stockholders (in millions):
Qperating earnings $ 9720 $ 862.4 $764.8 $667.7 $ 579.3
Net realized/unrealized capital gains (losses} 18.0 (20.6) (62.3} {49.3) (247.3)
Other after-tax adjustments 41.2 59.5 123 127.9 {189.7}
Net income available to common stockholders 31,0713 3 901.3 $825.6 $746.3 $ 1423
Net income ROE available to common stockholders (including OCH): ‘
Operating earnings ROE (x-OCl} 15.3% 13.8% 12.3% 10.9% 9.1%
Net realized/unrealized capital gains (losses} ©.3% -0.3% -1.0% -0.8% -3.9%
Other after-tax adjustments ©.6% o.9% 2.0% 2.1% -3.0%
Net income ROE available to common stockholders (x-OCl) 16.2% 14.4% 13.3% 12.2% 2.2%
Net unrealized capital gains (losses) -2.2% -2.3% -2.4% -1.8% -0.2%
Foreign turrency transiation 01% 0.1% 0.1% 0.2% 01%
Net income ROE available to common stockholders (including OCl)  14.1% 12.2% 11.0% 10.6% 2%

* QCl, or Other Comprehensive Income, consists of two items — net realized gains (losses) on available for sale securities and net foreign currency
translations adjustment,
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Board of Directors
Principal Financial Group, Ing,
Principal Life Insurance Company

Left to Right: Larry D, Zimpleman

President and Chief Qperating Officer
The Principal financial Group
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AT&T
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Hunter Partners, LLC
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C. Daniel Gelatt, |r.
President
NMT Corporation
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locelyn Carter-Miller
President
TechEdventures
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Senior Management

The Principal Financial Group - March 2007

). Barry Griswell Larry O. Zimplernan John E. Aschenbrenner James P. McCaughan Michael H. Gersie Daniel |. Houston
Chairman and President and President, Insurance and President, Principal Executive Vice President Executive Vice President
Chief Executive Officer Chief Gperating Officer Financial Services Global Investors and Chief Financial Officer

Karen E. Shaff Ronald L. Danilson James D. DeVries Gregory B. Elming Ralph C. Eucher Nora M. Everett
Executive Vice President Senior Vice President Senior Vice President Senior Vice President Senior Vice President Senior Vice President
anad General Counsel

Thomas |. Graf Joyce N, Hotfman Carey G. Jury Ellen Z. Lamale Julia M. Lawler Timothy |. Minard
Senior Vice President Senior Vice President Senior Vice President Senior Vice President Senior Vice President and  Senior Vice President
and Corporate Secretary and Chief Actuary Chief Investment Officer

Mary A, O'Keefe Gary P, 5cholten Margaret W. Skinner Norman R. Sorensen Deanna D. Strable
Senior Vice President and  Senior Vice President and  Senior Vice President Senior Vice President Senior Vice President
Chief Marketing Officer Chief Information Officer
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Operating Companies of

the Principal Financial Group

U.S. Asset Management & Accumulation

Columbus Circle Investors

Delaware Charter Guarantee & Trust Company
d/b/a Principal Trust Company

Edge Asset Management, Inc,

Post Advisory Group, LLC

Principal Bank

Principal Commercial Acceptance, LLC

Principal Commercial Funding, LLC

Principal Development Investors, L.L.C.

Principal Enterprise Capital, LLC

Principal Financial Advisors, Inc,

Principal Funds Distributor, Inc.

Principal Global Investors, LLC

Principal Global Investors Trust

Principal Life Insurance Company

Principal Management Corparation

Principal Real Estate fund Investors, LLC

Principal Real Estate Investors, LLC

Principal Real Estate Portfolio, Inc.

Principal Shareholder Services, Inc,

Princor Financial Services Corporation

Professional Pensions, Inc.

Spectrum Asset Management, Inc.

Internazional Asset
Management & Accumalation
Australia
Principal Capital Global Investors Limited
Principal Global Investors (Australia) Limited
Principal Global Investars {(Australia)

Service Company Pty Limited
Principal Real Estate Investors (Australia) Limited
Brazil
BrasilPrev Seguros e Previdéncia 5.A,
Chile
Principal Administradora General de Fondos $.A.
Principal Asset Management 5.A.

Principal Compafiia de Seguros de Vida Chile S.A.

Principal Créditos Hipotecarios, S.A.

Principal Servicios Corporatives Chile Lida.
China

CCB Principal Asset Management Company, LTD
Europe

Principal Global Investors {Europe) Limited
Principal Global Investors (Ireland) Limited

Hong Kong
Principal Asset Management Company
{Asia) Limited
Principal Fund Management {Hong Kong} Limited
Principal Insurance Company
(Hong Kong) Limited
Principal Nominee Company (Hong Kong) Limited
Principal Trust Company {Asia) Limited
Principal Global Investors (Asia) Limited
India
Principal Consulting {India} Private Limited
Principal PNB Asset Management Company
Private Limited
Principal Trustee Company Private Limited
PNB Principal Financial Planners Private Limited
PNB Principal Insurance Advisory Company
Private Limited
Japan
Principal Global Investors (Japan) Limited
Malaysia
CIMB-Principal Asset Management Berhad
Mexico
Distribuidora Principal México, 5.A. de C.V.
Principal Mexico Compania de Seguros,
S.A. de C.V.
Principal México Servicios, S.A, de C V.
Principal Pensiones, S.A. de C.V.
Principal Atore, 5.A. de C.V.
Principal Siefore, 5.A. de C.V,
Principal Fondos de Inversidn, S.A. de C.V.
Singapare
Principal Global Investors (Singapore) Limited

Life & Health Insurance
Principal Life Insurance Company
Employers Dental Services, Inc.
HealthRisk Resource Group, LLC
JF MOLLOY & Associates, Inc.
Preterred Product Network, Inc.
Principal Dental Services, Inc,
Principal Wellness Company

Corporate
Principal Global Services Private Limited

Principal Funds

Organized by Principal Life Insurance Company

Principal Investors Fund, Inc. Retail Classes™;

Bond & Mortgage Securities Fund

California Insured Intermediate Municipal Fund

California Municipal Fund

Disciplined LargeCap Blend Fund

Diversified International Fund

Equity Income Fund |

Covernment & High Quality Bond Fund

High Yield Fund It

Income Fund

tnflation Protection Fund

International Emerging Markets Fund
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SmallCap Value Fund

Tax-Exempt Bond Fund |

Ultra Short Bond Fund

West Coast Equity Fund

Principal Variable Contracts Fund, Inc. **
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insntunional class.
** Available only 1o fund invesament options i certain variahle
anauiy and vanable hife insurance contracis.

Mutual funds and vanable contracts are distnbuted by Prinapal Funds
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Phune 1-500.247.4123,
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Annual Report Presentation
We are presenting our annual report in two parts. This section provides detailed financial information.
The other section, “zoo6 Annual Report,” provides a company overview and financial highlights.
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NOTE CONCERNING FORWARD-LOOKING STATEMENTS

Principal Financial Group, Inc.’s (the “Company™) 2006 Financial Report, including the Management’s Discussion
and Analysis of Financial Condition and Results of Operations, contains statements which constitute forward-looking
statements within the meaning of the Private Securities Litigation Reform Act of 1995, including statements relating to
trends in operations and financial results and the business and the products of the Registrant and its subsidiaries, as well
as other statements including words such as “anticipate,” “believe,” “plan,” “estimate,” “expect,” “intend” and other
similar expressions Forward-looking statements are made based upon management’s current expectations and beliefs
concerning future developments and their potential effects on the Company. Such forward-looking statements are not
guarantees of future performance.

"o

Actual results may differ materially from those included in the forward-looking statements as a result of risks and
uncertainties including, trut not limited to the following: (1) a decline or increased volatility in the securities markets
could result in investors withdrawing from the markets or decreasing their rates of investment, either of which could
reduce our net income, revenues and assets under management; (2) our investment portfolio is subject to several risks
which may diminish the value of our invested assets and affect our sales, profitability and the investment returns credited
to our customers; (3) competition from companies that may have greater financial resources, broader arrays of products,
higher ratings and stronger financial performance may impair our ability to retain existing customers, attract new
customers and maintain our profitability; (4} a downgrade in any of our ratings may increase policy surrenders and
withdrawals, reduce new sales and terminate relationships with distributors, and impact existing liabilities, any of which
could adversely affect our profitability and financial condition; (5) our efforts to reduce the impact of interest rate
changes on our profitability and surplus may not be effective; (6) if we are unable to atiract and retain sales
representatives and develop new distribution sources, sales of our products and services may be reduced; (7) our
international businesses face political, legal, operational and other risks that could reduce our profitability in those
businesses; (8) our reserves established for future policy benefits and claims may prove inadequate, requitring us (o
increase liabilities; (9} our ability to pay stockholder dividends and meect our obligations may be constrained by the
limitations on dividends lowa insurance laws impose on Principal Life Insurance Company (“Principal Life™); (10) the
pattern of amortizing our deferred policy acquisition costs (“DPAC”) on our Statement of Financial Accounting
Standard (“SFAS"} No. 97 Accounting and Reporting by Insurance Enterprises for Certain Long-Duration Contracts and for
Realized Gains and Losses from the Sale of Investments (“SFAS 97”) products may change, impacting both the leve! of the
asset and the timing of our operating earnings; (11) we may need to fund deficiencies in our closed block (“Closed
Block™) assets; (12) a pandemic, terrorist attack, or other catastrophic event could adversely affect our earnings; (13) our
reinsurcrs could default on their obligations or increase their rates, which could adversely impact our earnings and
profitability; (14) we may encounter difficulty integrating WM Advisors, Inc. and may incur substantial costs in
conncction with the integration; (15) changes in laws, regulations or accounting standards may reduce our profitability;
(16) htigation and regulatory investigations may affect our financial strength or reduce our prefitability; (17) fluctuations
in foreign currency exchange rates could reduce our profitability; and (18) applicable laws and our stockholder rights
plan, certificate of incorporation and by-laws may discourage takeovers and business combinations that our stockholders
might consider in their best interests.

CERTIFICATIONS

J. Barry Griswell, our Chief Executive Officer, submitted an Annual Certification to the New York Stock Exchange
pursuant to Section 3(3A.12(a) of the New York Stock Exchange Listed Company Manual on or about May 19, 2006. On
February 28, 2007, J. Barry Griswell, our Chief Executive Officer, and Michael H. Gersie, our Chief Financial Officer,
filed with the Securities and Exchange Commission certifications required by Section 302 of the Sarbanes-Oxley Act of
2002 as exhibits to the Company’s Annual Report on Form 10-K for the year ended December 31, 2006.




MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND ISSUER
PURCHASES OF EQUITY SECURITIES

Our common stock began trading on the New York Stock Exchange (“NYSE”) under the symbol “PFG” on
October 23, 2001. Prior to such date, there was no cstablished public trading market for our common stock. On
February 20, 2007, there were 494,151 stockholders of record of our common stock.

The following table presents the high and low prices for our common stock on the NYSE for the periods indicated
and the dividends declared per share during such periods.

High Low Dividends

2006

First QUarter . .. ... .t e $50.72 $45.91 —

Second QUATET .. ..ottt §55.93  $48.51 —

Third QUATTET .. . ... e e $56.47 $52.62 —

Fourth quarter ... ... .. ... ... .t e $59.40 $53.75  $0.80
2005

First QUArtEr . ... ...t i i e $41.96 3$37.61 —

Second QUATTET . . ... it e s $42.30  $36.80 —

Third quarter ... ... ... e $48.37 3$41.80 —

Fourth QUarter ... .. .. ..ttt i e et $52.00 $45.78  $0.65

We declared an annual cash dividend of $0.80 per common share on November 7, 2006, and paid such dividend on
December 15, 2006, to stockholders of record on the close of business on November 22, 2006. We declared an annual
cash dividend of $0.65 per common share on November 2, 2005, and paid such dividend on December 16, 2005, to
stockholders of record on the close of business on November 17, 2005. Future dividend decisions will be based on and
affected by a number of factors, including our operating results and financial requircments and the impact of regulatory
restrictions. See “Management’s Discussion and Analysis of Financial Condition and Results of Operations — Liquidity
and Capital Resources” for a discussion of regulatory restrictions on Principal Life’s ability to pay us dividends.

The following table presents the amount of our share purchase activity for the periods indicated:

Issuer Purchases of Equity Securities

Total
Number of
Shares (or
Units) Maximum Number (or
Purchased as  Approximate Dollar Value)
Part of of Shares {or Units) that
Total Number  Average Price Publicly May Yet Be Purchased
of Shares (or Paid per Announced Under the Plans or
Units) Share (or Plans or Programs (in millions)
Period Purchased(1) Unit) Programs 2)(3) (D
Januvary 1, 2006 - January 31, 2006 . .. ... .. 886,250 $47.19 886,200 $208.2
February 1, 2006 - February 28, 2006 ... ... 824,276 $48.14 814,895 $169.0
March 1, 2006 - March 31, 2006.......... 1,672,028 $49.06 1,655,200 $ 87.7
April 1, 2006 - April 30, 2006 ........... 1,102,043 $49.58 1,102,000 $ 33.1
May 1, 2006 - May 31, 2006. ............ 8,296,702 $64.26(3) 8,296,702 $ —
June 1, 2006 - June 30,2006 . ........... —_ 5 — — $ —
July 1, 2006 - July 31,2006 ............. —_ $ — — 5 —
August 1, 2006 - August 31,2006 . ........ — $ — — $ —
September 1, 2006 - September 30, 2006 . . . 84,406 $53.59 — $ —
October 1, 2006 - October 31, 2006 . ... ... 218 $52.25 — $ —
November 1, 2006 - November 30, 2006 . . .. 1,664,568 $ —@3) 1,664,568 $250.0
December 1, 2006 - December 31,2006 ... — $ — = $250.0
Total ........ .. ... . .. e 14,530,491 14,419,565

(1). The number of shares includes shares of common stock utilized to execute certain stock incentive awards in
2006: 50 shares in January, 9,381 shares in February, 16,828 shares in March, 43 shares in April, 84,406 shares
in September, and 218 shares in October.




{2) In November 2005, our Board of Directors authorized a repurchase program of up to $250.0 million of our
outstanding common stock. On May 18, 2006, the program announced in November 2005 was completed.

(3) In May 2006, our Board of Directors authorized a repurchase program of up to $500.0 million of our
outstanding common stock. We paid $500.0 million and received the initial delivery of 7.7 miliion common
shares, while retaining the right to receive additional common shares depending on the volume weighted
average share price of our common stock over the program’s duration. The program was completed in
November 2006. Under this program, we purchased 9.3 million common shares at an average price of $53.59.

(4) On November 28, 2006, our Board of Directors authorized a repurchase program of up to $250.0 million of
our outstanding common stock. As of December 31, 2006, no purchases have been made under this program.
PERFORMANCE GRAFH

The following graph sets forth a comparison of cumulative total return for Principal Financial Group, Inc.’s common
stock, the Standard & Poor’s 500 Index (“S&P 500}, and the Standard & Poor’s 500 Financials Index (“S&P 500
Financials™), adjusted to assume the reinvestment of dividends for the past five calendar years. It assumes $100 invested
in cach of the Company’s common stock, the S&P 500 and the S&P 500 Financials.
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SELECTED FINANCIAL DATA |

The following table sets forth certain selected historical consolidated financial information of Principal Financial
Group, Inc. We derived the consolidated financial information (except for amounts referred to as “Other Suppiemental
Data™) for each of the years ended December 31, 2006, 2005 and 2004 and as of December 31, 2006 and 2005 from our
audited consolidated financial statements and notes to the financial statements included in this Financial Report. We
derived the consolidated financial information (except for amounts referred to as “Other Supplemental Data™) for the
years ended December 31, 2003 and 2002 and as of December 31, 2004, 2003 and 2002 from our audited consolidated
financial statements not included in this Financial Report. The following summary of consolidated financial information
{except for amounts referred to as “Other Supplemental Data”) has been prepared in accordance with U.S. GAAF.




In order to fully understand our consolidated financial information, you should also read “Management’s Discussion
and Analysis of Financial Condition and Results of Operations” and our audited consolidated financial statements and
the notes to the financial statements included in this Financial Report. The results for past accounting periods are not
necessarily indicative of the results to be expected for any future accounting period.

As of or for the year ended December 31,
2006(1) 2005(1) 2004(1) 2003 2002
(8 in millions, except per share data and as noted)

Income Statement Data:

Revenues:

Premiums and other considerations . . . ... .. $ 43053 $ 39750 $ 37100 § 36307 § 38778

Fees and other revenues . . . . ............ 1,902.5 1,717.8 1,491.7 1,196.5 9542

Net investment income . .. ... ... ... 3,618.0 3,360.1 3,224.0 3,2294 3,173.1

Net realized/unrealized capital gains (losses) . 44.7 (11.2) (104.8) (63.2) (374.1)

Total revenues .. ... et $ 98705 $ 90417 $ 83209 § 79934 § 76310

Income from continuing operations, net of

related income taxes. . . ..o et et $ 1,0337 $ 8915 $ 7009 $ 6447 § 4464
Income (loss) from discontinued operations, net

of related income taxes(2) ... ... ..., 30.6 27.5 130.4 105.0 (23.2)
Income before cumulative effect of accounting

changes .. ... ... ... ... . o, 1,064.3 919.0 831.3 749.7 423.2
Cumulative effect of accounting changes, net of

related income taxes(3) ... ... .. L — — (5.7) 3.4) (280.9)
Netincome . .......... ... 1,064.3 919.0 825.6 740.3 1423
Preferred stock dividends(4). .. .. .......... 33.0 17.7 — — —

Net income available to common stockholders . $ 1,031.3 § 9013 $§ 8256 § 7463 § 1423

Earnings per Share Data:
Income from continuing operations, net of
related income taxes, per share

Basic...... ... .. . o $ 367 8 303 % 224 % 198 § 127

Diluted . ... ... ... ... .. $ 363 § 301§ 223§ 1.97 § 127
Net income per share:

Basic......... ... ... $ 378 § $ 264 8 229 § 041

Diluted . ... ... .. .o $ 374 % $ 262§ 228 § 041
Common shares outstanding at year-end (in

millions) ......... ... .. 2684 280.6 300.6 320.7 3344
Weighted-average common shares ocutstanding

fortheyear ... ... ... ... ... .. ... . ... 2729 2879 3133 326.0 350.2
Weighted-average common shares and potential

common shares outstanding for the year for

computation of diluted earnings per share (in

millions) . ....... ... . .. . 275.5 289.9 314.7 326.8 350.7
Cash dividends per common share .. ........ $ 0.80 8 065 $ 055 % 045 § 025
Balance Sheet Data:
Totalassets .. ... . ... . i, $143,658.1 $127,035.4 $113,798.1 $107,754.4 $89,870.6
Long-termdebt . . ..... .. ... ... .. ... ... $ 1,553.8 $ 8988 § 8435 § L1,3743 § 1,3325
Series A preferred stock . ... .. .. ... ... ... $ — % — 3 — 5 — 5 —
Series B preferred stock. . ... ... o oL 0.1 0.1 — — —
Commonstock ................ ... ..... KR} 3.8 38 38 38
Additional paid-in capital .. . .............. 8,141.8 8,000.0 7,269.4 7,153.2 7,106.3
Retained earnings . . ... ... .o i 2,824.1 2,008.6 1,289.5 630.4 294
Accumulated other comprehensive income . . . . 846.9 994.8 1,313.3 1,171.3 635.8
Treasury stock, at COSt .. ..o oo iv i n s (3,955.9) {(3.200.1) (2.331.7) (1,539.1) (1,118.1)
Total stockholders’ equity. ... ..o o oot $ 78608 $ 78072 § 75443 § 73996 § 6,657.2




As of or for the year ended December 31,
2006(1) 2005(1) 2004(1) 2003 2002
(8 in millions, except as noted)

Other Supplemental Data: ‘
Assets under management ($in billions) ... ... $ 2569 $§ 1952 $§ 1670 § 1443 § 1105
Number of employees (actual) . . ........... 15,289 14,507 13,976 14,976 15,038

(1) For a discussion of items materially affecting the comparability of 2006, 2005, and 2004, please sce
“Management’s Discussion and Analysis of Financial Condition and Results of Opcrations — Transactions
Affecting Comparability of Results of Operations.”

(2) See “Notes 1o Consolidated Financial Statements, Note 3, Discontinued Operations” for a description of our
discontinued operations.

(3) See “Notes to Consolidated Financial Statements, Note 1, Nature of Operations and Significant Accounting
Policies” for a description of recent accounting changes.

(4) On June 16, 2005, we issucd 13.0 million shares of non-cumulative perpetual preferred stock under our shelf
registration. We declared preferred stock dividends of $33.0 million and $17.7 million in 2006 and 2003,
respectively.

MANAGEMENT’S ISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

The following analysis discusscs our financial condition as of December 31, 2006, compared with December 31, 2005,
and our consolidated results of operations for the yecars ended December 31, 2006, 2005 and 2004, and, where
appropriate, factors that may affect our future financial performance. The discussion should be read in conjunction with
our audited consolidated financial statements and the related notes to the financial statements and the other financial
information included ¢lsewhere in this Financial Report.

Forward-Looking Information

Our narrative analysis below contains forward-looking statements intended to enhance the reader’s ability to assess
our future financial performance. Forward-looking statements include, but arc not limited to, statements that represent
our beliefs concerning future operations, strategies, financial results or other developments, and contain words and
phrases such as “anticipate,” “believe,” “plan,” “estimate,” “expect,” “intend,” and similar cxpressions. Forward-looking
statements are made based upon management’s current expectations and beliefs concerning future developments and

their potential effects on us. Such forward-looking statements are not guarantees of future performance.

LIIrTS

Actual results may differ matertally from those included in the forward-looking statemenis as a result of risks.and
uncertaintics inctuding, but not limited to the following: (1) a decline or incrcasced volatility in the securities markets
could result in investors withdrawing from the markets or decreasing their rates of investment, either of which could
reduce our nel income, revenues and assets under management; (2) our investment portfohio is subject to several nisks
which may diminish the value of our invested assets and affect our sales, profitability and the investment returns credited
to our customers; (3) competition from companies that may have greater financial resources, broader arrays of products,
higher ratings and stronger financial performance may impair our ability to retain existing customers, attract new
customers and maintain our profitability; (4) a downgrade in any of our ratings may increasc policy surrenders and
withdrawals, reduce new sales and terminate relationships with distributors, and impact existing liabilities, any of which
could adversely affect our profitability and financial condition; (5} our efforts to reduce the impact of interest rate
changes on our profitability and surplus may not be cffective; (6) if we are unable to attract and retain salcs
representatives and develop new distribution sources, sales of our products and services may be reduced; (7) our
international businesses face political, legal, operational and other risks that could reduce our profitability in those
businesses; (8) our reserves established for future policy benefits and claims may prove inadequate, requiring us to
increase liabilities; (9} our ability to pay stockholder dividends and meet our obligations may be constrained by the
limitations on dividends lowa insurance laws impose on Principal Life; (10) the pattern of amortizing our DPAC on our
SFAS 97 products may change, impacting both the level of the asset and the timing of our operating earnings; (11) we
may need to fund deficiencics in our Closed Block assets; (12) a pandemic, 1errorist attack, or other catastrophic cvent
could adverscly affect our earnings; (13) our reinsurers could default on their obligations or increase their rates, which
could adverscly impact our earnings and profitability {14) we may encounter difficulty integrating WM Advisors, Inc. and
may incur substantial costs in connection with the integration; (15) changes in laws, regulations or accounting standards
may reduce our profitability; (16} litigation and regulatory investigations may affect our financial strength or reduce our
profitability; (17} fluctuations in foreign currency exchange rates could reduce our profitability; and (18) applicable laws
and our stockholder rights plan, certificate of incorporation and by-laws may discourage takcovers and business
combinations that our stockholders might consider in their best intercsts.




Overview
We provide financial products and services through the following scgments:

« US. Asset Management and Accumulation, which consists of our assct accumulation operations, which provide
retirement savings and related investment products and services, and our asset management operations conducted
through Principal Global Tnvestors. We provide a comprehensive portfolio of asset accumulation products and
services to businesses and individuals in the U.S., with a concentration on small and medium-sized businesses,
which we define as businesses with fewer than 1,000 employecs. We offer to businesses products and scrvices for
defined contribution pension plans, including 401(k) and 403(b) plans, dcfined benefit pension plans,
non-qualified exccutive benefit plans, and employec stock ownership plan consulting services. We also offer
annuitics, mutual funds and bank products and services to the employees of our business customers and other
individuals. Principal Global Investors offers an extensive range of equity, fixed income and real estate
invesiments as well as specialized overlay and advisory services to institutional investors.

« International Asset Management and Accumulation, which consists of Principal International, offers retirement
products and services, annuitics, long-term mutual funds and life insurance through operations in Chile, Mexico,
Hong Kong, Brazil, India, China, and Malaysia.

« Life and Health Insurance, which provides individual life insurance, group health insurance as well as specially
benefits in the U.S. Qur individual life insurance products include universal and variable universal life insurance
and traditional life insurance. Our health insurance products include group medical insurance and fee-for-service
claims administration and wellness services. Our specialty benefit products include group dental and vision
insurance, individual and group disability insurance, and group life insurance.

» Corporate and Other, which manages the assets representing capital that has not been allocated to any other
segment. Financial results of the Corporate and Other scgment primarily reflect our financing activities (including
interest expense), income on capital not allocated to other segments, inter-segment climinations, income tax risks
and certain income, expenses and other after-tax adjustments not allocated to the segments based on the nature of
such items.

Our historical results contained a Mortgage Banking segment, which engaged in originating, purchasing, selling and
servicing residential mortgage loans in the U.S. On July 1, 2004, we closed the sale of Principal Residential Mortgage, Inc.
to CitiMortgage, Inc., described further in “Transactions Affecting Comparability of Results of Operations.”

Economic Factors and Trends

Modest results in the cquity markets along with an increase in net cash flow have led to increases in assct
accumulation’s account values and our asset management’s assets under management.

In our International Asset Management and Accumulation segment, we continued to grow our existing husiness
through organic growth in our existing subsidiaries and a combination of joint ventures and strategic acquisitions.

Over the past few years, we have shifted our marketing emphasis to universal and variable universal life insurance
products from traditional life insurunce products in our Life and Health segment. We are also in the carly stages of a
trend toward voluntary products sponsored by employers.

Prefitability
Our profitability depends in large part upon our:
« amount of asscts under management;

* spreads we earn on our policyholders™ general account asset accumulation business that result from the difference
between what we earn and what we credit;

* ability to generate fee revenues by providing administrative and investment management services;

» abilily to price our life and health insurance products at a level that cnables us to earn a margin over the cost of
providing benefits and the related expenses;

» ability to manage our investment portfolio to maximize investment returns and minimize risks such as interest rate
changes or defaults or impairments of invested assets;

« ability to cffectively hedge fluctuations in foreign currency to U.S. dollar exchange rates; and

* ability 1o manage our operaling cxpenscs.




Critical Accounting Policies and Estimates

The increasing complexity of the business environment and applicable authoritative accounting guidance requires us
to closely monitor our accounting policies. Our significant accounting policies are described in “Notes to Consolidated
Financial Statements, Note 1 Nature of Operations and Significant Accounting Policies”. We have identified five critical
accounting policies that are complex and require significant judgment and estimates about matters that are inherently
uncertain. A summary of our critical accounting policies is intended to enhance the reader’s ability to assess our financial
condition and results of operations and the potential volatility due to changes in estimates and changes in guidance. The
identification, sclection and disclosure of critical accounting estimates and policies have been discussed with the Audit
Committee of the Board of Directors.

Valuation of Invested Assets

Fixed Maturities, Available-for-Sale. Fixed maturity securities include bonds, mortgage-backed securities and
rcdeemable preferred stock. We classify our fixed maturity securitics as either available-for-sale or trading and,
accordingly, carry them at fair value in the statement of financial position. The fair values of our public fixed maturity
sccurities are based on quoted market prices or estimates from independent pricing services. However, 23% of our
invested asset portfolio is invested in fixed maturity sccurities that are private market asscis, where there arc no readily
available market quotes to determine the fair market value. These assets are valued using a spread pricing matrix.
Securities are grouped into pricing categorics that vary by asset class, sector, rating, and average life. Each pricing
category is assigned a risk spread based on studies of obscrvable public market data or market clearing data from the
investment professionals assigned 1o specific security classes. The cxpected cash flows of the security are then discounted
hack at the current Treasury curve plus the appropriate risk spread. Although the matrix valuation approach provides a
fair valuation of cach pricing category, the valuation of an individual security within each pricing category may actually be
impacted by compuny specific factors. Certain market cvents that could impact the valuation of securities include issuer
credit ratings, business climate, management changes, litigation, and government actions among others. An interest rate
increase in the range of 20 to 100 basis points, while holding credit spreads constant, produces total values of $38.1 billion
and $36.7 billion, as compared to the recorded amount of $38.5 billion related to our fixed maturity, available-for-sale
assets held by the Principal Life general account as of December 31, 2006. This portfolio has a weighted average life of
7 years. An analysis of historical changes in the 7-year Treasury rate supports our belief that an interest rate change of 20
to 100 basis points is reasonably likcly.

Investments classified as available-for-sale arc subject to impairment reviews. When cvaluating a fixed maturity
security for impairment, we consider relevant facts and circumstances in evaluating whether the impairment is other than
temporary. Relevant facts and circumstances considered include: (1) the extent and length of time the fair value has been
below cost; {2) the reasons for the decline in value; (3) the financial position and access to capital of the issuer, including
the current and future impact of any specific cvents; and (4) our ability and intent to hold the security for a period of time
that allows for the recovery of value which, in some cases, may extend to maturity. When it is determined that the decline
in value is other than temporary the carrying value of the security is reduced 1o its fair value, with a corresponding charge
to net income. The corresponding charge is referred to as an other-than-temporary impairment and is reported as a net
realized/unreaiized capital loss in our consolidated statement of operations.

There are a number of significant risks and uncertaintics inhercnt in the process of monitoring impairments and
determining if an impairment is other than temporary. These risks and uncertainties include: (1) the risk that our
assessment of an issuer’s ability 10 meet all of its contractual obligations will change based on changes in the credit
characteristics of that issuer; (2) the risk that the economic outlook will be worse than expected or have more of an
impact on the issucr than anticipated; (3) the risk that our investmeot professionals arc making decisions based on
fraudulent or misstated information in the financial statements provided by issuers; and (4) the risk that new information
obtained by us or changes in other facts and circumstances lead us to change our intent to hold the security until it
recovers in value, Any of these situations could result in a charge to net income in a future period. At December 31, 20086,
we had $16,464.3 million in available-for-sale fixed maturity securities with gross unrealized losses totaling $308.5 million.
Included in the gross unrealized losses are losses attributable to both movements in market intcrest rates as well as
temporary credit issues, Net income would be reduced by approximately $308.5 million, on a pre-tax basis, if all the
sceurities were deemed to be other than temporarily impaired.

Mortgage Loans. Mortgage loans consist primarily of commercial mortgage loans on recal estate. At December 31,
2006, commercial mortgage loans aggregated to $10,090.3 million. Commercial mortgage loans arc generally reported al
cost adjusted for amortization of premiums and accrual of discounts, computed using the interest method, and net of
valuation allowances. Commercial mortgage loans held for sale are carried at the lower of cost or fair value, less cost to
sell, and reported as mortgage loans in the statements of financial position.

Commercial mortgage loans on real estate are considered impaired when, based on current information and events,
it is probable that we will be unable to collect all amounts due according to contractual terms of the loan agreement.
When we determinge that a loan is impaired, a valuation allowance is established for the difference between the carrying
amount of the mortgage loan and the estimated value. Estimated value is based on cither the present value of the
expected future cash flows discounted at the loan’s effective interest rate, the loan’s observable market price or fair value




of the collateral. The change in valuation allowance is reported as a nct realized/unrealized capital loss on .our
consolidated statements of operations.

The determination of the calculation and the adequacy of the mortgage toan allowance and mortgage impairments
are subjective. Qur periodic evaluation and assessment of the adequacy of the allowance for losses and the need for
mortgage impairments is based on known and inherent risks in the portfolio, adverse situations that may affect the
borrower’s ability to repay, the estimated value of the underlying collateral, composition of the loan portfolio, current
economic conditions, loss experience and other relevant factors. The calculation for determining loan specific impairment
amounts is also subjective, as it requires estimating the amounts and timing of future cash flows expected to be received
on impaired loans. Our financial position is sensitive to changes in estimated cash flows from mortgages, the value of the
collateral, and changes in the economic environment in general. The allowance for losses can be expected to increase
when economic conditions worsen and decrease when economic conditions improve.

Deferred Policy Acquisition Costs

Commissions and other costs (underwriting, issuance and agency cxpenses) that vary with and are primarily related
to the acquisition of new and renewal insurance policies and investment contract business are capitalized to the extent
recoverable. Maintenance costs and acquisition costs that are not deferrable are charged to operations as incurred.

DFPAC of non-participating term life and individual disability insurance policies arc amortized over the premium-
paying period of the related policies using assumptions consistent with those used in computing policyholder liabilities.
Once these assumptions are made for a given policy or group of policies, they will not be changed over the life of the

policy.

DPAC for universal life-type insurance contracts, participating life insurance policies and investment contracts are
amortized over the expected lifetime of the policies in relation to the emergence of estimated gross profits.

At issue and cach valuation date, we develop an estimate of the expected future gross profits. These estimated gross
profits contain assumptions relating to mortality, morbidity, investment yield and expenses. As actual experience
emerges, the gross profits may vary from those expected either in magnitude or timing in which case a true-up to actual
occurs as a charge or credit to current operations. In addition, we are required to revise our assumptions regarding future
experience as soon as the current assumptions are no longer actuarially credible. Both actions, reflecting actual
experience and changing future estimates, can change the amount of the asset and the pattern of future amortization.

For individual variable annuities and group annuities which have separate account equity investment options, we
utilize a mean reversion method (reversion to the mean assumption), a common industry practice, to determine the
future domestic equity market growth rate assumption used for the amortization of DPAC. This practice assumes that the
expectation for long-term appreciation is not changed by minor short-term market fluctuations.

DPAC are subject to recoverability testing at the time of policy issue and loss recognition testing on an annual basis,
or when an event occurs that may warrant loss recognition. If loss recognition is necessary, DPAC are written off to the
extent that it is determined that future policy premiums and investment income or gross profits are not adequate to cover
related losses and expenses.

The total DPAC asset batance as of December 31, 2006, was $2.4 billion. Based on historical experience, we believe a
1% change in the long-term investment performance rate assumption on separate accounts in our DPAC models is
reasonably likely. Such a change would cause an estimated $9.2 million change in the DPAC asset as of December 31,
2006. Also, removing the mean reversion methodology from the DPAC asset calculation would increase the
December 31, 2006 DPAC balance by $0.8 million,

Insurance Reserves

Reserves are liabilities representing estimates of the amounts that will come due, at some point in the future, to or
on behalf of our policyholders. U.S. GAAP, allowing for some degree of managerial judgment, prescribes the methods of
establishing reserves..

Future policy benefits and claims include reserves for traditional and group life insurance, accident and health
insurance, and individual and group annuities that provide periodic income payments, which arc computed using
assumptions of mortality, morbidity, lapse, investment performance and expense. These assumptions are based on our
experience and are periodically reviewed against industry standards to ensure actuarial credibility. For long duration
insurance contracts, once these assumptions are made for a given policy or group of policies, they will not be changed
over the life of the policy. However, significant changes in experience or assumptions may require us to provide for
expected future losses on a product by establishing premium deficiency reserves. Premium deficiency reserves may also
be established for short duration contracts to provide for expected future losses. Our reserve levels are reviewed
throughout the year using internal analysis including, among other things, experience studies, claim development analysis
and annual statutory asset adequacy analysis. To the extent experience indicates potential loss recognition, we recognize
losses on certain lines of business. The ultimate accuracy of the assumptions on these long-tailed insurance products
cannot be determined until the obligation of the entire block of business on which the assumptions were made is
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extinguished. Short-term variances of actual results from the assumptions used in the computation of the reserves are
reflected in current period net income and can impact quarter-to-quartcr net income.

Future policy benefits and claims also include reserves for incurred but unreported health, disability and life
insurance claims. We recognize claims costs in the period the service was provided to our policyowners, However, claims
costs incurred in a particular period are not known with certainty until after we receive, process and pay the claims, We
determine the amount of this liability using actuarial methods based on historical claim payment patterns as well as
emerging medical cost trends, where applicable, to determine our estimate of claim liabilities. We also look back to assess
how our prior periods” estimates developed. To the cxtent appropriate, changes in such development are recorded as a
change to current period claim expense. For the years ending 2006, 2005 and 2004, the amount of the claim reserve
adjustment made in that period for prior period estimates was within a reasonable range given our normal claim
fluctuations.

Benefit Plans

The reported expense and liability associated with pension and other postretirement bencfit plans requires the usc of
assumptions. Numcrous assumptions are made regarding the discount rate, cxpected long-term rate of return on plan
assets, turnover, expected compensation increases, health carc claim costs, health care cost trends, retirement rates, and
mortality. The discount rate and the expected return on plan assets have the most significant impact on the level of cost.

The assumed discount rate is determined by projecting future benefit payments and discounting those cash flows
using rates based on the Bloomberg AA Finance yield to maturity curves. For 2006 ycar-end, we set the discount rate at
6.15%. A 0,25% decrease in the discount rate would increase pension benefits Projected Bencfit Obligation (“PBO”) and
the 2007 Net Periodic Pension Cost (“*NPPC”) by approximately $58.9 million and $8.7 million, respectively. A 0.25%
decrease in the discount rate would increase other post-retirement benefits Accumulated Postretirement Benefit
Obligation (“APBO™) and the 2007 Net Periodic Benefit Cost (“NPBC”) by approximately $8.5 million and $0.8 million,
respectively. A 0.25% increase in the discount rate would result in decreases in benefit obligations and expenses at a level
generally commensurate with that noted above,

The assumed long-term rate of return on plan assets is sct at the long-term rate expected to be earned based on the
long-term investment policy of the plans and the various classes of the invested funds. Historical and future expected
returns of multiple asset classes were analyzed to develop a risk-free real rate of return and risk premiums for each asset
class. The overall long-term rate for each asset class was developed by combining a long-term inflation component, the
risk free real rate of return, and the associated risk premium. A weighted average rate was developed basced on long-term
returns for each asset class, the plan’s target asset allocation policy, and the tax structure of the trusts. For the 2006 NPPC
and 2006 NPBC, an 8.25% and 7.3% weighted average long-term rate of return was used, respectively. For the 2007
NPPC and 2007 NPBC, an 8.25% and 7.3% wcighted average long-term rate of return assumption will be used,
respectively. A 0.25% decrease in the long-term rate of return would increase 2007 NPPC by approximately $3.5 million
and the 2007 NPBC by approximately $1.2 million. A 0.25% increase in this rate would result in a decrease to expense at
the same levels. The cxpected return on plan assets is based on the fair market value of plan assets as of September 30,
2006,

The compensation increase assumption is generally set at a rate consistent with current and expected long—term
compensation and salary policy, including inflation.

Actuarial gains and losses are amortized using a straight-line amortization method over the average remaining
service period of employees, which s approximately 9 years for pension costs and approximately 13 ycarb for other
postretirement bencfit costs.

Prior service costs are amortized on a weighted average basis over approximately 8 years for both pension and other
postretirement benefit costs.

Income Tuxes

We provide for income taxes based on our estimate of the liability for taxes due. OQur tax accounting represents
management’s best estimate of various events and transactions, such as completion of tax audits, which could have an
impact on our estimates and effective tax rate in a particular quarter or annual period.

Inherent in the provision for income taxes arc estimates regarding the deductibility of certain items, the timing of
income and expensc recognition and the realization of certain tax credits. In the event our estimates of the ultimate
deductibility of certain items, the timing of the recognition of income and expense or the realization of certain tax credits
differ from prior estimates due to the receipt of new information, we may be required to significantly change the
provision for income taxes recorded in the consolidated financial statements. Any such change could significantly affect
the amounts reported in the consolidated financial statements in the ycar these estimates change.

In addition, the amount of income taxes paid is subject to audits in various jurisdictions. Tax benefits arc recognized
for book purposes when the probable threshold is met with regard to the validity of the tax position. Once this threshold
is met, for each tax reporting issue, we provide for our best estimate of the payments to be made to or reccived from the
Internal Revenue Service and other taxing authoritics for audits ongoing or not yet commenced. We believe that we have
adequate defenses against, or sufficient provisions for, the contested issues, but final resolution of contested issues could
take several years while legal remedies are pursued. Consequently, we do net anticipate the ultimate resolution of audits
ongoing or not yet commenced to have a material impact on our net income.
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Transactions Affecting Comparability of Results of Operations
Acquisitions

We acquired the following businesses, among others, during the past three years:

WM Advisors, Inc.  On July 25, 2006, we announced a definitive agreement to acquire WM Advisors, Inc. (*"WM
Advisors™) and its subsidiaries from Washington Mutual, Inc. WM Advisors, with approximatcly $28.0 billion in assets
under management, provides investment advisory services to mutual funds, variable trust funds and asset allocation
portfolios to approximately 800,000 sharcholder accounts nationwide, We closed the transaction on December 31, 2006,
for a total cost of $741.1 million in cash, subject to closing adjustments.. The operations of WM Advisors, Inc. are
reported and consolidated in our U.S. Asset Management and Accumulation segment.

Principal Global Services Private Limited In December 2005, we formed Principal Global Scrvices Private Limited
(“PGS”), which began operations in Pune, India, as of August 2006. PGS employees perform scrvices for our U.S.
operations including claims data entry, 401(k) processing, 1T coding/application development, and IT quality assurance.
PGS start up costs are reported in our Corporate and Other segment through 2006, Beginning in 2007, expenses will be
allocated to segments for which services are performed.

Principal Commercial Funding 1I.  On October 24, 2005, Principal Real Estate Investors and U.S. Bank National
Association announced that they agreed to create Principal Commercial Funding II, a jointly-owned business that will
compete in 1the commercial mortgage-backed securities (“CMBS”) market. Principal Real Estuate lnvestors is the real
estate investment arm of Principal Global Investors, U.S. Bank National Association is the principal banking subsidiary of
U.S. Bancorp. The new company is the CMBS platform for both Principal Real Estate Investors and U.S. Bank National
Association and focuses on securitizing commercial mortgages originated by both Principal Real Estate Investors and
U.S. Bank National Association on its behalf. Principal Commercial Funding Il began operations immediately, and began
contributing collateral to sccuritizations during the first quarter of 2006. The operations of Principal Commercial
Funding 11 are reported in our U.S. Asset Management and Accumulation scgment using the cquity method of
accounting.

CCB-Principal Asset Management Company, Ltd.  On August 7, 2003, we announced that we cntered into a joint
venture agreement with China Construction Bank (“CCB”) to market mutual funds in the People’s Republic of China.
We closed the transaction on Scptember 19, 2005 with a 25% ownership in CCB-Principal Assct Management
Company, Lid. The operations of CCB-Principal Asset Management Company, Ltd. are reported in our International
Assct Management and Accumulation segment using the equity method of accounting.

PNB Principal Insurance Advisory Company Pvt. Ltd. On February 21, 2005, Principal Financial Group
(Mauritius) Ltd. (“PFGM”) acquired a 26% stake and management control of PNB Principal Insurance Advisory
Company Pvt. Ltd. (“PPIAC”), an insurance brokerage company in India. The operations of PPIAC are reported and
consolidated in our International Asset Management and Accumulation scgment.

ABN AMRO Trust Services Company. On December 17, 2004, we entered into a strategic agreement to acquire ABN
AMRO Trust Services Company (“Principal Services Trust Company™), the Chicago-based pcnsion and retirement
business of ABN AMRO. As of December 31, 2004, Principal Services Trust Company provided full-service defined
contribution recordkeeping and investment services in the U.S., administering approximately 280 401(k) plans with more
than 120,000 participants, representing $4.0 billion in full-service account values. The transaction closed on December 31,
2004 and the business was fully intcgrated into full-service accumulation in early 2006.

Columbus Circle Investors. On October 14, 2004, we agreed to purchase a 70% interest in Columbus Circle Investors
(“Columbus Circle™). The acquisition of Columbus Circle increased our assets under management by $3.9 billion.
Columbus Circle has specialized expertise in the management of growth equities. We closed the transaction on January 3,
2005. The operations of Columbus Circle are reported in our U.S. Asset Management and Accumulation segment.

Principal Fund Management (Hong Kong) Limited. On January 31, 2004, our wholly owned subsidiary, Principal Asset
Management Company (Asia) Limited, purchased a 100% ownership of Dao Heng Fund Management in Hong Kong
from Guoco Group Limited (“Guoco”). Effective September 17, 2004, we changed the name of this subsidiary to
Principal Fund Management (Hong Kong) Limited. This acquisition increases our presence in the Hong Kong defined
contribution pension market and increases the potential of our long-term mutual fund operations. We report these
operations in our International Asset Management and Accumulation scgment.
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Dispositions

We cntcred into disposition agreements or disposed of the following businesses, among others, during the past three
years:

Principal Dental Services, Inc.  Effective July 1, 2006, we sold five dental offices which werc substantially all of the
assets of Dental Net Group, one component of Principal Dental Services, Inc. The realized gain was reported in our Life
and Health segment.

ING/Principal Pensions Company Lid. On May 26, 2005, we announced jointly with our partner, ING, the intent to
liquidate the ING/Principal Pensions Company, Ltd. operation in Japan. On December 20, 2005, the liguidation process
was completed with a formal liquidation filing to the Japanesc corporate registry. The results of ING/Principal Pensions
Company Ltd. were reported in our International Asset Management and Accumulation segment.

Real Estate Investments. In 2005 and 2006, we sold certain real estate propertics previously held for investment
purposes. These propertics qualify for discontinued operations treatment; therefore, the income from discontinued
operations has been removed from our results of continuing operations for all periods presented. The gains on disposal
are reported as other after-tax adjustments in our Corporate and Other segment. All assets, including cash, and liabilities
of the discontinued operations have been reclassificd to separate discontinued asset and liability line items on the
consolidated statements of financial position. We have separately disclosed the operating, investing and financing
portions of the cash flows attributable to our discontinued operations in our consolidated statements of cash flows,

The properties were sold to take advantage of positive real estate market conditions in specific geographic locations
and to further diversify our real estate portfolio.

Selected financial information for the discontinued operations related to our real estate investments is ay follows:

December 31,
2006 2005
(in miflions)

Assets

Real 8halC . . o o e e e e e e e e $— $ 993

Al OLHEr a88CIS . . . e e e e e e — 3.9
Total GSSeL8 . . . oo e $ — 81032

Liabilities

All other Habilities . . . . e e e e e $ — § 45
Total labilities . ... ..o e $— § 45

For the year ended
December 31,

2006 2005 2004

(in millions)

Total TEVENUES . o v vt e e e e e e e e e e e e e $0.5) $ 238 $2_5
Income from discontinucd operations:
Incomie (loss) before iNCOME 1AXES . . . . .o vttt et e e e ans $(0.5) $28 3§25
Income taxes (benefits) . . . . . ... .. e 0.2) 1.0 09
Gain on disposal of discontinued operations. . . ... ... ... ... . 475 343 —
Income taxes on disposal ... .. e 166 120 —
Netincome ....... ... ... .. e e e e e $306 324.1 $16

Principal International Argentina S.A. On July 2, 2004, we closed the sale of Principal International Argentina S.A.
(“PI Argentina™), our subsidiary in Argentina, and its wholly owned subsidiarics, Principal Life Compania de Seguros,
S.A. and Principal Retiro Compania de Seguros de Retiro, S.A. Qur total after-tax proceeds from the sale were
approximately U.S. $29.2 million.

The decision to sell PI Argentina was made with a view toward focusing our resources, exccuting in core strategic
priorities and markets and meeting stockholders expectations. Changing market dynamics since the 2001 economic crisis
in Argentina led us to conclude that the interests of our stockholders would best be served by our exit of this market.

PE Argentina qualified for discontinued operations treatment, therefore, the income from discontinued operations
has been removed from our results of continving operations and segment operating earnings for all periods presented in
our International Asset Management and Accumulation scgment. We have separately disclosed the operating, investing
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and financing portions of the cash flows attributable 1o our discontinued operations in our consolidated statements of
cash flows.

Selected financial information for the discontinued operations of PI Argentina is as follows:

For the year ended
December 31,

2006 2005 2004

{in millions)

Total revenues .. ............... L $— $— § 58
Income from discontinued operations:
Income before income taxes(1) . ... ... .. .t $— $— 5 03
Income taxes{l) ... .o\ v ittt e — — 0.1
Loss on disposal of discontinued operations . ............. ... .. ... ... — — (159
Income tax benefits on disposal . ... . ... ... i e — — {25
NEet iNCOME . . v v v et ee e e e e S . 38— §$— §100

(1) The 2004 summary results of operations information is for the six months ended prior to the July 2, 2004, sale
of PI Argentina and, accordingly, there is no statement of operations data to present subsequent to the date of
the sale.

Principal Residential Mortgage, Inc. On July 1, 2004, we closed the sale of Principal Residential Mortgage, Inc. to
CitiMortgage, Inc. Our total after-tax proceeds from the sale were approximately $620.0 million. Our Mortgage Banking
segment, which includes Principal Residential Mortgage, Inc., is accounted for as a discontinued operation, and
therefore, the income from discontinued operations (excluding corporate overhead) has been removed from our results
of continuing operations and segment operating earnings for all periods presented. We have separately disclosed the
operating, investing and financing portions of the cash flows attributable to our discontinucd operations in our
consolidated statements of cash flows. Corporate overhead allocated to our Mortgage Banking segment does not qualify
for discontinued operations treatment and is included in our results of continuing operations and scgment operating
earnings for all periods prior to July 1, 2004

The decision to sell Principal Residential Mortgage, Inc. was made with a view toward intensifying our strategic focus
on our core retirement and risk protection business as well as achieving our longer-term financial objectives. In addition,
the sale was also viewed as a positive move for our stockholders as it allows us to move forward from an improved capital
position, with better financial flexibility and greater stability of earnings.

Selected financial information for the discontinued operations of cur Mortgage Banking segment is as follows:

For the yvear ended
December 31,

2006 2005 2004
fin millions)}

TOtAl LEVEIUES . « « © v e o et et e et e e e e e et e e e e e e e e s $— 3§ $446.1

Loss from continuing operations, net of related income taxes (represents corporate
overhead) .. ..o $— § — 3(10.3)
Income (loss) from discontinued operations

Income before IMCOME LAXES . . . . oottt et s e e et — 48.3
INCOME LAXES « & v v vttt it e et e e e et et e e — 18.3
Gain (loss) on disposal of discontinued operations . . . .. ........ ... ... ... (1.7) 1347
Income taxes relating to the disposal of discontinued operations . . .. ............. 424

122.3

50
56.0) 51120

Income (loss) from discontinued operations, net of related income taxes........... —
$—

Netincome (LOSS) . . oottt

(1) The 2004 summary results of operations information is for the six months ended prior to the July 1, 2004, sale
of Principal Residential Mortgage, Inc. and, accordingly, there is no statement of operations data to present
subsequent 1o the date of the sale.

Our U.S. Assct Management and Accumulation segment held residential mortgage banking escrow deposits
(reported as other liabilitics) as of December 31, 2003. The purchaser (or acquirer) closed out the banking escrow
deposit accounts as a result of the sale. U.S. Asset Management and Accumulation total revenues from this arrangement
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reclassified to discontinued operations for the year ended December 31, 2004 was $(5.6) million. Loss from discontinued
operations net of related income taxes, for the year ended December 31, 2004, was $3.5 million.

BT Financial Greup. On October 31, 2002, we sold substantially all of BT Financial Group to Westpac. Our total
after-tax proceeds from the sale were approximately U.S. $900.0 million. This amount includes cash proceeds from
Westpac, tax benefits and a gain from unwinding the hedged asset associated with our investment in BT Financial Group.

The decision to sell BT Financial Group was made with a view toward focusing our resources, executing on core
strategic priorities and meeting stockholder cxpectations. Changing market dynamics since our acquisition of BT
Financial Group, including industry consolidation, led us to conclude that the interests of BT Financial Group clients and
staff would be best served under Westpac’s ownership.

Changes to the loss on discontinued operations due to the close of a tax audit resulted in an increase to net income
of $8.4 million in 2005. We have separately disclosed the operating, investing and financing portions of the cash flows
attributable to our discontinued operations in our consolidated statements of cash flows,

Other

Principal Reinsurance Company of Vermont. 1n November 2006, Principal Life established a wholly owned reinsurance
subsidiary, Principal Reinsurance Company of Vermont (“PVT”), which reinsures a portion of our universal life
“secondary™ or “no-lapse” guarantee provisions through an intercompany reinsurance agreement with Principal Life.
The transaction, which was accompanied with a third party letter of credit issued to PVT and guaranteed by Principal
Financial Group, Inc. (“PFG”), reduced our statutory capital requirements and allowed us to redeploy capital for other
general corporate purposcs.

Senior Note Issuance.  On October 16 and December 5, 2006, we issued $500.0 million and $100.0 million, respectively,
of senior notes from our shelf registration, which was filed with the United States Securities and Exchange Commission
(“SEC™) in December 2003, The notes will bear interest at a rate of 6.05% per year. Interest on the notes is payable
semi-annually on April 15 and October 15, beginning on April 15, 2007. The notes will mature on October 15, 2036. A
portion of the proceeds was used to fund the acquisition of WM Advisors, Inc., with the remaining proceeds being used
for general corporate purposcs.

SBB Mutual Berhad and SBB Asset Management Sdn Bhd. On October 30, 2006, our joint venture company in
Malaysia, CIMB-Principal, announced its intention to purchase the mutual fund and asset management companies of the
former Southern Bank Bhd (“SBB”), SBB Mutual Berhad and SBB Asset Management Sdn Bhd. On February 5, 2007,
we invested an additional RM$192.4 million Malaysian ringgits (“RM$") (approximately U.S. $55.1 million) to retain our
40% ownership interest in the larger CIMB-Principal.

Fluctuations in Foreign Currency to U.S. Dollar Exchange Rates

Fluctuations in foreign currency to U.S. dollar exchange rates for countries in which we have operations can affect
reported financial results. In years when foreign currencies weaken against the U.S. dollar, translating foreign currencies
into U.S, dotlars results in fewer U.S. dollars to be reported. When foreign currencies strengthen, translating foreign
currencies inte U.S. dollars results in more U.S. dollars to be reported.

Foreign currency cxchange rate fluctuations create variances in our financial statement line items but have not had a
material impact on our consolidated income from continuing operations. Qur consolidated income from continuing
operations was positively impacted $5.4 million, $7.1 million and $1.7 million for the years ended December 31, 2006,
2005, and 2004 respectively as a result of fluctuations in foreign currency to U.S. dollar exchange rates. For a discussion
of our approaches o foreign currency exchange rate risk, see “Quantitative and Qualitative Disclosures about Market
Risk.”

Stock-Based Compensation Plans

As of Decernber 31, 2006, we have the 2005 Stock Incentive Plan, the Employee Stock Purchase Plan, the 2005
Directors Stock Plan, the Stock Incentive Plan, the Directors Stock Plan and the Long-Term Performance Plan (“Stock-
Based Compensation Plans™). As of May 17, 2005, no new grants will be made under the Stock Incentive Plan, the
Dircctors Stock Plan or the Long-Term Performance Plan. Under the terms of the 2005 Stock Incentive Plan, grants may
be nonqualified stock options, incentive stock options qualifying under Section 422 of the Internal Revenue Code,
restricted stock, restricted stock units, stock appreciation rights, performance shares, performance units, or other stock
based awards. The 2005 Directors Stock Plan provides for the grant of nonqualified stock options, restricted stock,
restricted stock units, or other stock-based awards to our nonemployee directors. To date, we have not granted any
incentive stock options, restricted stock or performance units. '

The compensation cost that was charged against income for the Stock-Based Compensation Plans was $65.5 million,
$52.2 million and $47.5 million, and the related income tax benefit recognized in the income statement was $21.3 million,
$16.9 million and $15.1 mitlion for the vears ended December 31, 2006, 2005 and 2004, respectively. For awards with
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graded vesting, we use an accelerated expense attribution method. The total compensation cost capitalized as part of the
cost of an asset was $3.4 million, $1.6 million and $2.6 million for the years ended December 31, 2006, 2005 and 2004,
respectively.

Beginning in 2006, we granted performance share awards to certain employees under the 2005 Stock Incentive Plan.
The performance share awards are treated as an equity award and are paid in shares. Whether the performance shares
are earned depends upon the participant’s continued employment through the performance period (except in the case of
an approved retirement) and our performance against three-year goals set at the beginning of the performance period. A
return on equity objective and an earnings per share objective must be achieved for any of the performance shares to be
earned. If the performance requirements are not met, the performance shares will be forfeited and no compensation cost
is recognized and any previously recognized compensation cost is reversed. There is no maximum contractual term on
these awards. '

The total compensation cost related to nonvested awards not yet recognized is $40.5 million. This compensation cost
is expected to be recognized over a weighted average period of approximately 1.8 years.

Pension and 401(k) Benefit Expense

Effective January 1, 2006, we made changes to our retirement program, including the Principal Select Savings Plan
(“401(k)") and the Principal Pension Plan (“Pension Plan”) and the corresponding nonqualified plans. The qualified and
nonqualified Pension Plans’ changes include a reduction to the traditional and cash balance formulas, a change in the
early retirement factors, and the removal of the cost of living adjustments for traditional benefits carned after January 1,
2006. The qualified and nonqualificd 401(k) Plans’ company match increased from 50% of a 6% deferral to 75% of an
8% deferral. The Pension Plan changes reduced the Pension Plan expense in 2006, while the 401(k) changes increased the
401(k) cxpense.

The 2006 annual pension benefit expense for substantially all of our employees and certain agents was $34.6 million
pre-tax, which was a $14.0 million decrease from the 2005 pre-tax pension expense of $48.6 million. This decrease is due
to the reduction in the Pension Plan formulas and asset performance in excess of our 8.5% long-term assumption.
Partially offsetting this was an increase attributable to the use of a lower discount rate and lower long-term asset return
assumption. The discount rate used to develop the 2006 expense was lowered to 5.75%, down from the 6.0% discount
rate used to develop the 2005 expense. The long-term asset assumption was also lowered to 8.25%, down from the 8.50%
assumption used to develop the 2005 expense. The 2006 decrcase in pension expense was offset by an approximatcly
$19.7 million increase in the qualified and nonqualified 401(k} Plans’ company matching cxpense resulting from the
January 1, 2006 changes.

The 2007 annuval pension benefit expense for substantially all of our employees and certain agents is expected to be
$24.0 million pre-tax, which is a $10.6 million decrease from the 2006 pre-tax pension expense of $34.6 million. This
decrease is due to the increase in discount rate and asset performance in excess of our 8.25% assumption. The discount
rate used to develop the 2007 expense was raised to 6.15%, up from the 5.75% discount rate used to develop the 2006
expense. The long-term asset assumption remained at 8.25%.

Recent Accounting Changes

For recent accounting changes, see “Notes to Consolidated Financial Statements, Note 1 Nature of Operations and
Significant Accounting Policies.”
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Results of Operations

The following table presents summary consolidated financial information for the years indicated:

For the year ended December 31,
2006 2005 2004
{in millions)

Revenues:
Premiums and other considerations . . . .......... ... .. i $4,305.3 $3,975.0 $3,710.0
Fees and other TEVEIUES . . . o v vttt et it e e e oo e aee e 1,902.5 1,717.8 11,4917
Net investment iNCOME . . . . ..ottt et et e et i o 3,618.0 33601 32240
Net realized/unrealized capital gains (losses) ......... .. ... ......... 44,7 (11.2)  (104.8)
Total FEVENUES . ..ttt 9.870.5 9,041.7  8,3209
Expenses: ’
Benefits, claims and settlement eXpenses ... ... ... uv i 5,692.4 52829 49595
Dividends to policyholders . ... ... . 290.7 293.0 286.7
Operating eXpenses . .. ...ttt i e e 2,558.7 23421 - 2,185.6
Total expenses . ... ... e L..... 85418 79180 74418
Income from continuing operations before income taxes ......... e 1,328.7  1,123.7 879.1
INCOME LAXES . . o v v vttt i s it e eae ettt et e et - 2950 2322 178.2
Income from continuing operations, net of related income taxes .. ... ... - 1,033.7 891.5 700.9
Income from discontinued operations, net of related income taxes . ......... 30.6 275 130.4
Income before cumulative effect of accounting changes .. ............. ... 1,064.3 919.0 831.3
Cumulative effect of accounting change, net of related income taxes. ... .. .. . — — (5.7)
N ICOMMIE & . . s et et e et e e e e e e e e et e et s 1,064.3 919.0 8256
Preferred stock dividends . . . ... ... ... .. L e 330 17.7 —
Net income available to common stockholders .. .. .. ... ... ... .. L. $1,031.3 § 9013 § 8250

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005

Premiums and other considerations increased $330.3 million, or 8%, to $4,305.3 million for the year ended
December 31, 2006, from $3,975.0 million for the year ended December 31, 2005. The increase reflected a $331.6 million
increase from the Life and Health segment primarily due to strong sales and stable retention in our specialty bencfits
business and growth in our health insurance business. '

Fees and other revenues increased $184.7 million, or 11%, to $1,902.5 million for the year ended December 31, 2000,
from $1,717.8 million for the year ended December 31, 2005. U.S. Asset Management and Accumutation fecs and other
revenues increased $192.1 million primarily related to an incrcase in account values stemming from continued strong net
cash flow and strong performance in the equity markets resulting in an increase in asset management fees.

Net investment income increased $257.9 million, or 8%, to $3,618.0 million for the year ended December 31, 2006,
from $3,360.1 million for the year ended December 31, 2005. The increase was related to a $2,331.9 million, or 4%,
increase in average invested assets and cash and to an increase in annualized investment yields. The yicld on average
invested assets and cash was 6.0% for the year ended December 31, 2006, compared to 5.8% for the ycar ended
December 31, 2005.

Net realized/unrealized capital gains increased $55.9 million to $44.7 million of net realized/unrealized capital gains
for the year ended December 31, 2006, from $11.2 million of net realized/unrealized capital losses for the ycar ended
December 31, 2005. The increase in net realized gains was due to the gain on the sale of stock of an equity method
investment ($44.3 million), fewer losses on the mark to market adjustment related to derivatives activities ($15.2 million),
the non-recurrence of an impairment of an equity partnership interest ($14.4 million), the recovery of previously
impaired sccurities as the result of a litigation claim received in 2006 ($12.9 million), more gains from the mark to market
and sales of activities of equity securities ($12.5 million), fewer losses on credit triggered bond sales ($7.3 million), a
software impairment in 2005 with no corresponding activity in 2006 ($5.9 million}), and more gains as the result of the
mark to market of certain seed money investments ($4.4 million). Offsetting these increases were more other than
temporary declines in the vatue of fixed maturity securities resulting from the determination that we no longer had the
ability and intent to hold these securities until recovery due to our need to finance the acquisition of WM Advisors
($12.4 million) and a large recovery of previously impaired securities as the result of a litigation settlement that occurred
in 2005 ($52.1 million),
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The following table highlights the contributors to net realized/unrealized capital gains and losses for the year ended
December 31, 2006. )

For the year ended December 31, 2006
Net realized/

. unrealized

Impairments and  Other gains Hedging capital gains
credit losses (losses) adjustments (losses)

. (in millions)

Fixed maturity securities{1) .. ... .. ...... ... o ... $(32 I $10.0 $(14.6) $(36.7)
Fixed maturity securities, trading .. ............:... : 1.0 — 1.0
Equity securities(2) . ................... e 1 0 224 - 234
Mortgage loans on real estate(3) . .......... e 2.4 — — 24
Derivatives . . . v o e e e e . - — 4.7} 4.7)
Other(4) . . .. ... — 64.3 (5.0) 59.3

Total .. ... R I L $(28.7) $97.7 $(24.3) $ 447

(1) Impairments include $14.6 million of credit impairment write-downs and $16.5 million in realized credit
recoveries on the sale of previously impaired assets. As the result of the need to fund the acquisition of WM
Advisors, impairments also include $12.4 million of write-downs that resulted from our determination that we
no longer had the ability and intent to hold certain fixed maturity securities until they recovered in value. This
loss is net of the recovery realized on the subsequent sale of the securities. Credit losses include $0.6 million in
realized gains and $22.2 million in realized losses related to credit triggered sales. Other gains (losses) include
$5.9 million in net gains as the result of prepayment activity, gross realized gains of $12.1 million and gross
realized losses of $8.0 million. Included in the gross realized losses of $8.0 million is $6.3 million that resulted
from the sale of certain hybrid securities that had a regulatory classification change that resulted in increased
capital requirements,

(2) Impairments include $1.0 million in realized recoveries on salc of previdusly impaired assets. Other gains
{losses) include $21.8 million in mark to market of net realized/unrealized gains on trading equity securities,
gross realized gains of $1.4 million and gross realized. losses of $0.8 million.

(3) Impairments include $2.5 million in realized losses due to the sale of commercial mortgage loans, $3.6 million

in realized recoveries on the sale of prevxously impaired commercial mortgage loans, a $2.1 million decrease in

. the commercial morigage valuation allowance, and a $0.7 million increase in the residential mortgage
valuation allowance held by our international operations.

(4) Other gains (losses) include a $44.3 million realized gain on the sale of stock of an equity method investment
and $16.2 million in mark to market of net realized/unrealized gains on certain seed money investments.

Benefits, claims and settlement expenses increased $409.5 million, or 8%, to $5,692.4 million for the year ended
December 31, 2006, from $5,282.9 million for the year ended December 31, 2005. The increase was primarily due to a
$290.1 million increase from the Life and Health Insurance segment, pr]mdrlly due to growth in the our specialty benefits
and hcalth insurance businesses. The increase also reflected a $130.9 million increase from the U.S. Asset Management
and Accumulation segment, primarily due to an increase in cost of interest credited, higher benefit payments, and an
increase in reserves stemming from an increase in sales related to our payout annuities with life contingencics.

Dividends to policyholders decreased $2.3 million, or 1%, to $290.7 million for the year ended December 31, 2006,
from $293.0 million for the ycar ended December 31, 2005. The decrease was due to a $4.1 million decrease from the
U.S. Asset Managcment and Accumulation segment related to our participating pension full-service accumulation
products. The lower dividends were primarily due to lower dividend payouts stemming from a lower interest rate
environment and a dividend reserve methodology change implemented in the second quarter of 2006. Partially offsetting
the decrease was a $1.8 million increase in dividends to policyholders from the Life and Health Insurance segment
related to the dividend scale changes effective in February 2006. -

Operating expenses increased $216.6 million, or 9%, to $2,558.7 million for the year ended December 31, 2006, from
$2,342.1 million for the year ended December 31, 2005, The incréase reflected a $124.7 million increase from the U.S.
Asset Management and Accumulation segment, primarily due to increases in staff related costs, management fecs paid
and DPAC amortization, The increase was also primarily due to a $39.7 million increase from the Life and Health
Insurance segment primarily resulting from growth in our specialty benefits and insured medical businesses partially
offset by lower DPAC amortization from the individual unjversal and variable universal life business. In addition, the
increase reflected a $36.3 million increase from the Corporate and Other segment, primarily duc to a contribution to the
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Principal Financial Group Foundation, Inc., an increase in interest expense related to issuance of corporate debt, and
increased interest expense on federal income tax activities.

Income taxes increased $62.8 million, or 27%, to $295.0 million for the year ended December 31, 2006, from
$232.2 million for the year ended December 31, 2005. The effective income tax rate was 22% for the year ended
December 31, 2006, and 21% for the year ended December 31, 2005. The effective income tax rate for the year ended
December 31, 2006 was lower than the corporate income tax rate of 35% primarily due to income tax deductions allowed
for corporate dividends received, interest exclusion from taxable income, and tax refinements in Mexico and Chile. The
effective income tax rate for the year ended December 31, 2005 was lower than the corporate income tax rate of 35%
primarily due to income tax deductions allowed for corporate dividends received, tax credits on our investment in a
synthetic fuel production facility, and interest exclusion from taxable income.

As a result of the foregoing factors and the inclusion of income from discontinued operations, net of related income
taxes, net income increased $145.3 million, or 16% to $1,064.3 million for the year ended December 31, 2006, from
$919.0 million for the year ended December 31, 2005. In 2006, the income from discontinued operations was related to
our sale of certain real estate properties previously held for investment purposes. In 2005, the income from discontinued
operations was related to gains on the sales and operating revenues of real estate properties that qualify for discontinued
operations treatment and changes to the estimated loss on the disposal of BT Financial Group pattially offset by the
negative impact of a change in the estimated gain from the discontinued operations for Principal Residential
Mortgage, Inc.

Preferred stock dividends increased $15.3 miilion, or 86%, to $33.0 million for the year ended December 31, 2006,
from $17.7 million for the vear ended December 31, 2005. The preferred stock dividends increase was a result of issuing
preferred stock in June'2005.

Net income available to common stockholders increased $130.0 million, or 14%, to $1,031.3 million for the year
ended December 31, 2006, from $901.3 million for the year ended December 31, 2005,

Year Ended December 31, 2005 Compared to Year Ended December 31, 2004

Premiums and other considerations increased $265.0 million, or 7%, to $3,975.0 million for the year ended
December 31, 2005, from $3,710.0 million for the year ended December 31, 2004. The increase was primarily due to a
$170.5 million increase from the Life and Health Insurance segment, primarily related to strong sales and stable
persistency in our specialty benefits business and higher premium per member in our health insurance business partially
offset by a decline in premiums resulting from the continuation of a shift in marketing emphasis from individual
traditional life insurance products to individual universal and variable universal life insurance products. The increase also
refiected an $85.1 million increase from the U.S. Asset Management and Accumulation segment, primarily a result of an
increase in premiums from single premium group annuities with life contingencies, which are typically used to fund
defined benefit pension plan terminations. The premium income we receive from these contracts fluctuates due to the
variability in the number and size of pension plan terminations in the market, the interest rate environment and our
ability to attract new sales.

Fees and other revenues increased $226.1 million, or 15%, to $1,717.8 million for the year ended December 31, 2005,
from $1,491.7 million for the year ended December 31, 2004. The increase was primarily due to a $194.1 million increase
from the U.S. Asset Management and Accumulation segment primarily related to an increase in account values and
assets under management, modest performance in the equity markets and our acquisitions of Principal Services Trust
Company and Columbus Circle,

Net investment income increased $136.1 million, or 4%, to $3,360.1 million for the year ended December 31, 2005,
from $3,224.0 million for the year ended December 31, 2004. The increase was primarily related to a $2,343.2 million, or
4%, increase in average invested assets and cash. The yield on average invested assets and cash was 5.8% for the years
ended December 31, 2005 and 2004,

Net realized/unrealized capital losses decreased $93.6 million, or 89%, to $11.2 million for the year ended
December 31, 2005, from $104.8 million for the year ended December 31, 2004. The decrease is due to fewer other than
temporary impairments of {ixed maturity securities ($90.2 million) including a $52.1 million recovery of previously
impaired securities received as the result of a litigation settlement, fewer losses related to the mark to market of
derivative activities ($56.8 million) and gains versus losses on mortgage loans and real estate ($24.5 million) offset in part
by fewer mark to market gains on certain seed money investments ($30.4 million), fewer gains on the sales of other fixed
maturity securities ($13.9 million), more credit losses related to the sales of fixed maturity securities ($23.3 million), and
the impairment of an equity partnership interest ($14.4 million).
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The following table highlights the contributors to net realized/unrealized capital gains and losses for the year ended
December 31, 2005.

For the year ended December 31, 2005
Net realized/

unrealized

Impairments and  Other gains Hedging capital gains
credit losses (losses) adjustments (losses)

(in millions)}

Fixed maturity securities(1) . ..................... $ 16.6 $10.6 $(45.8) $(18.6)
Fixed maturity securities, trading .. ................ — (2.4) — (2.4)
Equity securities(2} . ... ... ... . e (3.0) 9.9 — 6.9
Mortgage loans on real estate(3) .................. 1.3 — — 1.3
Perivatives . . . .. .. ... . . e — — 17.2 17.2
OMEr(d) . oo oot e (14.4) 9.8 (11.0) (15.6)
Total - .\t $ 05 $27.9 $(39.6)  $(11.2)

(1) Impairments include $28.6 million of credit impairment write-downs and $74.0 million in realized credit
recoveries on the sale of previously impaired assets. Credit losses include $2.0 million in realized gains and
$30.8 million in realized losses related to credit triggered sales. Other gains (losses} include $16.2 million i
net gains as the result of prepayment activity, gross realized gains of $21.5 million and gross realized losses of
$27.1 million. Included in the $27.1 million of losses is an $11.0 million loss related to a large investment that
was called from us in September.

(2) Impairments include $3.0 million of credit impairment write-downs, Other gains (losses) include $9.3 million
in mark to market of net realized/unrealized gains on trading equity securities, gross realized gains of
$3.1 million and gross realized losses of $2.5 million.

(3) Impairments include $6.3 million in realized losses due to the sale of commercial mortgage loans and a
$7.6 million decrease in the commercial mortgage valuation allowance.

(4) lmpairments include $14.4 million in realized losses related to an equity partnership interest. Other gains
(losses) include $11.8 million in mark to market of net realized/unrealized gains on certain seed money
investments.

Benefits, claims and settlement expenses increased $323.4 million, or 7%, to $5,282.9 million for the year ended
December 31, 2005, from $4,959.5 million for the year ended December 31, 2004. The increase was primarily due to a
$165.6 million increasc from the U.S. Assct Management and Accumulation segment, primarily reflecting the increase in
reserves resulting from an increase in sales of single premium group annuities with life contingencies and an increase in
interest credited on our investment only block of business stemming from an increase in account values. The increase also
reflected a $105.5 million increase from the Life and Health Insurance segment, primarily due to increased claim costs
per medical member, an increase in medical members, and growth in the specialty benefits business.

Dividends to policyholders decreased $3.7 million, or 1%, to $293.0 million for the year ended December 31, 2005,
from $296.7 million for the year ended December 31, 2004. The decrease was primarily due to a $3.3 million decrease
from the Life and Health Insurance segment, resulting from a declining interest rate environment.

Operating expenses increased $156.5 million, or 7%, to $2,342.1 million for the year ended December 31, 2003, from
$2,185.6 million for the year ended December 31, 2004. The increase reflected a $160.4 million increase from the U.S.
Asset Management and Accumulation segment, primarily due to growth in cur asset management business, an increase in
compensation costs and due to our acquisitions of Principal Services Trust Company and Columbus Circle,

Income taxes increased $54.0 million, or 30%, to $232.2 million for the year ended December 31, 2005, from
$178.2 million for the year ended December 31, 2004. The effective income tax rate was 21% for the year ended
December 31, 2005, and 20% for the year ended December 31, 2004. The effective income tax rates for the year ended
December 31, 2005 and 2004, were lower than the corporate income tax rate of 35% primarily due to income tax
deductions allowed for corporate dividends received, tax credits on our investment in a synthetic fuel production facility,
and interest exclusion from taxable income.

As a result of the foregoing factors and the inclusion of income from discontinued operations and the cumulative
effect of accounting change, net of related income taxes, net income increased $93.4 million, or 11%, to $919.0 million for
the year ended December 31, 2005, from $825.6 million for the year ended December 31, 2004. The income from
discontinued operations for the year ended December 31, 2005, was related to gains on the sales and operating revenues
of real estate properties that qualify for discontinued operations treatment and changes to the estimated loss on the
disposal of BT Financial Group partially offset by the negative impact of a change in the estimated gain from the
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discontinued operations for Principal Residential Mortgage, Inc. The income from discontinued operations for the year
ended December 31, 2004, was related 10 our sale of Principal Residential Mortgage, Inc., the sale of our Argentine
companies, and operating revenues of real estate propertics that qualify for discontinued operations treatment. The
cumulative effect of accounting change was related to our implementation of Statement of Position 03-1 Accounting and
Reporting by Insurance Enterprises for Certain Nontraditional Long Duration Contracts and for Separate Accounis in 2004.

Preferred stock dividends were $17.7 million for the year ended December 31, 2005, with no corresponding activity
for the year ended December 31, 2004,

Net income available to common stockholders incrcased $75.7 million, or 9%, to $901.3 million for the year ended
December 31, 2005, from $825.6 million for the year ended December 31, 2004,

Results of Operations by Segment

We use scgment operating carnings, which exclude the effect of net realized/unrealized capital gains and losscs, as
adjusted, and other after-tax adjustments, for goal sctting, determining employce compensation, and evaluating
petformance on a basis comparable to that used by securities 2nalysts. Segment operating earnings are determined by
adjusting U.S. GAAP nct income available to common stockholders for net realized/unrealized capital gains and losses,
as adjusted, and other after-tax adjustments we believe are not indicative of overall operating trends. Note that after-tax
adjustments have occurred in the past and could reeur in future reporting periods. While these items may be significant
components in undersianding and assessing our consolidated financial performance, we believe the presentation of
segment operating carnings cnhances the understanding of our results of operations by highlighting earnings attributable
to the normal, ongoing operations of our businesscs.




The following table presents segment information as of or for the years ended December 31, 2006, 2005 and 2004:

As of or for the year ended December 31,
2006 2005 2004

(in millions)

Operating revenues by segment

U.S. Asset Management and Accumulation . .. ... ... ... ... ... $ 45116 3 41338 § 3,761.6
International Asset Management and Accumulation. .. ............. 605.4 604.5 518.4
Life and Health Insurance .. ...... vt iin e n ittt 4,736.2 4,387.5 4,181.3
Corporate and Other(1) . . ... ... ... ... . (27.4) (59.1) (23.0)

Total segment Operating revenues . . ... ... ..o neennnn.. 9,825.8 09,0667 8,438.3
Add:

Net realized/unrealized capital gains (losses), including recognition of
front-cnd fee revenues and certain market value adjustments to fee

TEVEIUES(2) & . oottt e e e e 44.2 (22.2) (114.9)
Subtract:
Operating revenues from discontinued real estate investments . . ... ... (0.5) 28 2.5
Total revenue per consolidated statements of operations ............ $ 98705 §$ 9,041.7 $ 8,3209

Operating earnings (loss) by segment, net of related income taxes:

U.S. Asset Management and Accumulation ... ... ... .. ... ...... $ 6451 § 5384 § 4990
International Asset Management and Accumulation. . .. ... ... ..... 71.8 710 403
Life and Health Insurance . ... ... ... ... i oot 282.5 274.4 256.2
Mortgage Banking(3) . . ... ... . — — {10.3)
Corporate and Other . . . ... ... .. ... ... ... ... ... ... ... (27.3) (21.4) (20.4)

Total segment operating earnings, net of related income taxes....... 9721 862.4 764.8
Net rcalized/unrealized capital gains (losses), as adjusted(2) . ......... 18.0 (20.6) (62.3)
Other after-tax adjustments(4) ... ... ... .. 0 i 41.2 59.5 123.1

Net income available to common stockholders per consolidated

statements of Operations . ..., ... ..o $ L0313 3 9013 § 8256

Assets by segment:
U.S. Asset Management and Accumulation(5) . ................... $117,950.0 $103,506.1 $ 94,3946
International Asset Management and Accumulation. .. . ............ 8,101.0 6,856.2 3,642.0
Life and Health Insurance .. . . ... ... ... ... . . . 14,364.5 14,080.2 13,185.4
Corporate and Other(6) . . . ... ... e 3,242.6 2,5929 2,576.1

Total consolidated assets . . . . . . . .ttt $143,658.1 $127,035.4  $113,798.1

(1) Includes inter-segment eliminations primarily related to internal investment management fee revenues and
commission fee revenues paid to U.S. Asset Management and Accumnulation agents for selling Life and Health
Insurance segment insurance products.

(2} In addition to sales activity and other than temporary impairments, net realized/unrealized capital gains
(losses) include unrealized gains (losses) on mark to market changes in certain seed money investments and
investments classified as trading sccurities, as well as unrealized gains (losses) on certain derivatives. Net
realized/unrealized capital gains (losses), as adjusted, are net of income taxes, net realized capital gains and
losses distributed, minority interest capital gains and losses, related changes in the amortization pattern of
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deferred policy acquisition and sales inducement costs, recognition of front-end fee revenues for sales charges
on pension products and services and certain market value adjustments to fee revenues.

For the year ended
December 31,

2006 2005 2004
Lo (in millions)
Net realized/unrealized capital gains (losses) .. ....... ... .. i . $44.7 $(11.2) $(104.8)
Certain market value adjustments to fee revenues. . ... .. o oL (1.3) (12.1) (8.0)
Recognition of front-end fee revenues .. ... o L i 0.8 1.1 (2.1)
Net realized/unrealized capital gains (losses), including recognition of front-end
fee revenues and certain market value adjustments to fee revenues . . .. ... ... 44.2  (22.2) (114.9)
Amortization of deferred policy acquisition and sales inducement costs related to -
net realized capital gains (losses) . ... ... . L 5.4 0.7 6.2
Capital gains distributed . . ... ... .. .. (11.8) (5.8) (4.4)
Minority interest capital gains . ... .. ... . L e 1.7y (2.5 (0.3)
Net realized/unrealized capital gains (losses), including recognition of front-end
fce revenues and certain market value adjustments to fee revenues, net of
related amortization of deferred policy acquisition costs and sales inducement
costs, capital gains distributed, and minority interest capital gains .. ......... 3.1 (312 (113.4)
Income tax effect . . .. . e e e e e (12.1) 10.6 51.1
Net realized/unrealized capital gains (losses), as adjusted . . . . ............... $18.0 $(20.6) $ (62.3)

(3) Corporate overhead allocated to our Mortgage Banking segment does not qualify for discontinued operations

treatment and was included in our results of continuing operations and segment operating earnings prior to
July 1, 2004.

(4) For the year ended December 31, 2006, other after-tax adjustments of $41.2 million included (1) the positive
cffects of: income from discontinued operations related to (a) a gain on the sale of a real estate property that
qualifies for discontinued operations treatment ($30.9 million) and (b) a favorable court ruling on a contested
IRS issue for 1991 and later years ($18.8 million) and (2) the negative effect of a contribution to the Principal
Financial Group Foundation, Inc. ($8.5 million). For the year ended December 31, 2005, other after-tax
adjustments of $59.5 million included (1) the positive effects of: (a) a release of income tax reserves related to
IRS tax matters ($33.8 million); (b) gains on sales of real estate properties that qualify for:discontinued
operations treatment ($22.3 million) and (c) a change in the estimated loss on disposal of BT Financial Group
(38.4 million) and (2) the ncgative effect from a change in the estimated gain on disposal of Principal
Residential Mortgage, Inc. (5.0 million). For the year ended December 31, 2004, other after-tax adjustments
of $123.1 million included (1) the positive effects of: (a) the discontinued operations and estimated gain on
disposal of Principal Residential Mortgage, Inc. ($118.8 million} and (b) the discontinued operations and
estimated gain on disposal of our Argentine companics ($10.0 million) and (2) the negative effect from a
cumulative change in accounting principle related to the implementation of SOP 03-1 ($5.7 million}).

(5) U.S. Asset Management and Accumulation separate account assets include shares of the Principal Financial
Group stock allocated to a separate account, a result of our demutualization. The value of the separate
account was $768.4 million, $726.6 million, and $782.8 million at December 31, 2006, 2005, and 2004,
respectively. Changes in the fair value of the separate account are reflected in both ‘;eparate account assets
and separate account liabilities.

(6) Includes inter-segment climination amounts related to an internal line of credit and internally generated
mortgage loans. The Corporate and Other segment managed a revolving line of credit used by other segments.
The U.S. Asset Management and Accumulation segment and Life and Health Insurance segment reported
mortgage loan assets issued for real estate joint ventures. These mortgage loans were reported as liabilities in
the Corporate and Other segment.

U.S. Asset Management and Accumulation Segment
Asset Accumulation Trends

Qur sales of pension, institutional and other asset accumulation products and services in the U.S. have been affected
by overall trends in the U.S. retirement services industry, as our customers rely less on defined benefit retirement plans,
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social security and other government programs. Continuing trends in the work environment include a more mobile
workforce and the desire of employers to shift the market risk of retirement investments to cmployees by offering defined
contribution plans rather than defined benefit plans. The graying of the population and recent market volatility are also
driving growing interest in products generating stable income during retirement. These trends are increasing the demand
for defined contribution pension arrangements such as 401(k) plans, mutual funds, annuities and bank IRAs. The
“baby-boom” generation of U.S. workers has reached an age at which saving for retirement is critical and it continues to
seek increased retirement savings using additional tax-advantaged investment products for retirement. Considering these
trends, asset accumulation account values increased as of December 31, 2006, primarily due to significant additional gross
new deposits, solid performance of the equity markets and retention of assets from existing clients, The interest rate
environment remained relatively low despite an increase in interest rates that was more pronounced at the shorter
durations. The S&P 500 posted a 15.8% total return contributing to a strong increase in total account values and assets
under management by the end of 2006. .

The following table provides a summary of U.S. Asset Accumulation account values as of December 31, 2006, 2005
and 2004:

U.S. Asset Accumulation

As of " Total account values
{in billions)
December 31, 2006 . . . .. .. e e e e e e $163.3
December 31, 2005 . . .. .. . e e e 120.3
December 31, 2004 . . . . e e e e 108.6

Asset Management Trends

Asset management services have been among the most profitable and rapidly growing sectors of the financial
services industry, at both the retail and institutional level. We seek to take advantage of current trends, which indicate
that both retail and institutional investors embrace specialization, providing increased fees to successful active managers
with expertise in specialty and niche areas. We have experienced very good success in winning institutional asset
management mandates and expect to see continued growth in this area. Our U.S. third-party assets under management
increased $18.0 billion during 2006.

The following table provides a summary of Principal Global Investors’ affiliated and third-party assets under
management as of December 31, 2006, 2005 and 2004:

Principal Global Investors

Affiliated assets Third-party assets  Total assets under
As of : under management  under management management
. (in billions)
December 31,2006 ... ... oo $132.3 $59.1 $191.4
December 31,2005 . . ......... ... ... 103.4 41.1 144.5
December 31,2004 . . .. . ... ... L. 97.0 294 126.4
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U.S. Asset Management and Accumulation Segment Summary Financial Data

The following table presents certain summary financial data relating to the U.S. Asset Management and
Accumulation segment for the years indicated: '

v ‘ ) For the year ended Decenther 31,
2006 2005 2004

{in millions)

Operating Earnings Data:
Operating revenues(1):

Premiums and other considerations . . .. ...... ... ... .. .. . $ 4623 §$ 4552 § 370.1
Fees and other revenues . . ... ... i i e 14125 12309 10359
Netinvestment income . ... ... L. 26368 24477 23556
Total operating revenuUes . ... ... . ... ...ttt 4,511.6 41338  3,761.6
Expenscs:
Benefits, claims and scttlement expenses, including dividends to policyholders  2,392.1  2,265.3  2,099.8
Operaling eXpenses . .. oo v v vttt e 1,2884  1,167.9 10142
Total eXPenseEs . ...ttt e 3,680.5 34332 31140
Operating earnings before income taxes .. ............. . vuenenen. 831.1 700.6 647.6
INCOIME LAXES . . . o ottt et ittt e e 186.0 162.2 148.6
Operating earnings . ... ... ...ttt 645.1 5384 499.0
Net realized/unrealized capital losses, as adjusted ... ................... (23.1) (12.8) (97.1)
Other after-tax adjustments . ..................... e e — 5.0
U.S. GAAP Reported:

Nel income available to common stockholders . . . . . . . e $ 6220 3§ 5256 § 3969

(1) Excludes net realized/unrealized capital losses and their impact on recognition of front-end fee revenues and
certain market value adjustments to fee revenues, »

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005

Premiums and other considerations increased $7.1 million, or 2%, to $462.3 million for the year ended December 31,
2006, from $455.2 million for the year ended December 31, 2005. The increase resulted from a $44.9 million increase in
individual payout annuity business primarily duc to increased sales from certain distribution channels. Partially offsetting
the overall increase was a $37.8 million decrease in full-service payout sales primarily related to single premium group
annuitics with life contingencies, which are typically used to fund defined bencfit plan terminations. The premium income
received from these contracts fluctuates due to the variability in the number and size of pension plan.terminations, the
interest rate environment and the ability to attract new sales.

Fees and other revenues increased $181.6 million, or 15%, to $1,412.5 million for the year ended December 31, 2006,
from $1,230.9 million for the year ended December 31, 2005. Full-service accumulation fees and other revenue increased
$98.9 million primarily due to an increase in account values stemming from continued strong net cash flow and strong
performance in the cquity markets. Principal Global Investors fees and other revenues increased $49.0 million primarily
due to continued growth in management fees related to our real estate, fixed income and equity businesses. In addition,
our mutual fund fees and other revenue contributed $29.0 million to the segment increase primarily due to higher
management fces stemming from an increase in average assets under management and increased sales.

Net investment income increased $189.1 million, or 8%, to $2,636.8 million for the year ended December 31, 2006,
from $2,447.7 million for the vear ended December 31, 2005. The increase reflects an increase in the average annualized
yicld on invested assets and cash, which was 5.9% for the year ended December 31, 2006, compared to 5.7% for the ycar
ended December 31, 2005. In addition, the increase in net investment income resulted from a $1,860.3 million, or 4%,
increase in average invested assets and cash for the segment.

Benefits, claims and settlement expenses, including dividends to policyholders, increased $126.8 million, or 6%, (o
$2,392.1 million for the year ended December 31, 2006, from $2,265.3 million for the year ended December 31, 2005. The
increasc primarily resulted from an $82.6 million increasc in our individual annuity business due to several factors,
including an increase in cost of interest credited, higher benefit payments, and an increase in reserves stemming from an
increase in sales related to our payout annuities with life contingencies. In addition, our investment only benefits, claims
and settlement expenses increased $68.9 million primarily due to an increase in cost of interest credited on this block of
business as a result of an increase in account values and an increase in the rate of interest credited, as a result of market
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conditions, Partially offsetting the overall increasc was a $35.2 million decrease in our full-service payout business as a
result of decreased sales of single premium group annuities with life contingencies.

Operating cxpenses increased $120.5 million, or 10%, to $1,288.4 million for the year ended December 31, 2006,
from $1,167.9 million for the year ended December 31, 2005, The increase primarily resulted from a $66.1 million
increase in our full-service accumulation operating expenses due to increases in staff related costs, management fecs paid
and DPAC amortization, In addition, Principal Global Investors operating expenses increased $27.8 million due to an
increase in cxpenses associated with growth in average asscts under management and, to a lesser extent, the fact that
expenses associated with the origination of securitized mortgages are now expensed rather than deferred and recognized
as a reduction in securitization revenue, as was the case prior to the U.S. Bank joint venture. Furthermore, individual
annuity operating expenses increased $15.4 million primarily due to strong growth in our block of business,

Income taxes increased $23.8 million, or 15%, to $186.0 million for the year ended December 31, 2006, from
$162.2 million for the year ended December 31, 2005. The effective income tax rate for this segment was 22% for the year
ended December 31, 2006, and 23% for the year ended December 31, 2005. The effective income tax rates for the years
ended December 31, 2006 and 2005, were lower than the corporate income tax rate of 35%, as a result of income tax
deductions allowed for corporate dividends received and interest exclusion from taxable income.

As a result of the foregoing factors, operating carnings increased $106.7 million, or 20%, to $645.1 million for the
year ended December 31, 2006, from $538.4 million for the year ended December 31, 2005.

Net realized/unrealized capital losscs, as adjusted, increased $10.3 million, or 80%, to $23.1 million for the year
ended December 31, 2006, from $12.8 million for the year ended December 31, 2005. The increase in net realized losses
was due to a $24.3 million recovery of previously impaired securities in 2005 as the result of litigation. In addition, the
increase was due to fewer gains on commercial mortgages offset by fewer mark to market losses related to derivatives
activities, the recovery of previously impaired securities as the result of a litigation claim received in 2006, more gains
from the mark to market and sales activities of equity securitics, and fewer other than temporary declines in the value of
certain fixed maturity securitics.

As a result of the foregoing factors net income available to common stockholders increased $96.4 million, or 18%, to
$622.0 million for the year ended December 31, 2006, from $525.6 million for the year ended December 31, 2005.

Year Ended December 31, 2005 Compared to Year Ended December 31, 2004

Premiums and other considerations increased $83.1 miliion, or 23%, to $455.2 million for the year cnded
December 31, 2005, from $370.1 million for the year ended December 31, 2004. The increase primarily resulted from a
$61.2 million increase in full-service payout sales of single premium group annuities with life centingencies, which are
typically uscd to fund defined benefit plan terminations. The premium income received from these contracts fluctuates
duc to the variability in the number and size of pension plan terminations, the interest rate environment and the ability to
attract new sales. In addition, individual fixed annuity premiums and other considerations increased $23.9 million due to
increased sales from certain distribution channels and due to higher sales of larger sized contracts in 2005.

Fees and other revenues increased $195.0 mitlion, or 19%, to $1,230.9 millton for the year ended Deccember 31, 2005,
from $1,035.9 million for the year ended December 31, 2004, Full-service accumulation fees and other revenues increased
$118.3 million primarily due to continued strong net cash flow, modest performance in the equity markets and our
acquisition of Principal Services Trust Company. Also contributing to the overall increase was a $69.4 million increase in
Principal Global Investors fees and other revenues, which was primarily due to our acquisition of Columbus Circle,
higher real estate transaction fees, an increase in assets under management and an increase in loans securitized in 2005,

Net investment income increascd $92.1 million, or 4%, to $2,447.7 million for the year ended December 31, 2005,
from $2,355.6 million for the year ended December 31, 2004. The increase reflects a $1,749.6 million, or 4%, increase in
average invested assets and cash for the segment. The average annualized yield on invested asscts and cash was 5.7% for
the years ended December 31, 2005 and 2004.

Benefits, claims and settlement expenses, including dividends to policyholders, increased $165.5 million, or 8%, to
$2,265.3 million for the year ecnded December 31, 2003, from $2,099.8 million for the year ended December 31, 2004, The
increase primarily resulted from a $73.4 million increase in our full-service payout business as a result of increased sales
of single premium group annuities with life contingencies. Also contributing to the increase was a $68.5 million increase
in investment-only business due primarily to an increase in interest credited on this block of business stemming from
higher account values. In addition, individual annuity benefits, claims and settlement expenses increased $56.3 million
primarily due to an incrcase in cost of interest credited and amortization related to sale inducements associated with our
deferred annuity business, higher benefit payments and an increase in reserves stemming from an increase in sales related
to our life payout annuity business. Partially offsetting the overall increase was a $32.3 million decrease in full-service
accumulation benefits, claims and settlement expenses primarily due to lower interest credited on our non-participating
deposit type business and, to a lesser extent decreases in cost of interest credited on our participating block.

Operating expenses increased $153.7 million, or 15%, to $1,167.9 million for the year ended December 31, 2005,
from $1,014.2 million for the year ended December 31, 2004, The increase primarily resulted from a $92.4 million
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increase in full-service accumulation operating expenses due to our acquisition of Principal Services Trust Company, an
increase in compensation costs and an increase in amortization of DPAC in 2005. In addition, Principal Global Investors
operating expenses increased $46.1 million primarily due to our acquisition of Columbus Circle, growth in existing
operations and an increase in allocated expenses.

Income taxes increased $13.6 millior, or 9%, to $162.2 million for the year ended December 31, 2005, from
$148.6 million for the year ended December 31, 2004, The effective income tax rate for this segment was 23% for the
years ended December 31, 2005 and 2004. The effective income tax rates for the years ended December 31, 2005 and
2004, were lower than the corporate income tax rate of 35%, as a result of income tax deductions allowed for corporate
dividends received and interest exclusion from taxable income.

As a result of the foregoing factors, operating carnings increased $39.4 million, or 8%, 1o $538.4 million for the year
ended December 31, 2005, from $499.0 million for the year ended December 31, 2004,

Net realized/unrealized capital losses, as adjusted, decreased $84.3 million, or 87%, to $12.8 million for the year
ended December 31, 2005, from $97.1 million for the year ended December 31, 2604. The decrease is due to fewer other
than temporary impairments of fixed maturity securities including a $24.3 million recovery of previously impaired
securitics reccived as the result of a litigation scttlement, fewer losses related 1o the mark to market of derivative
activitics, and gains versus losses on mortgage loans offset in part by losses versus gains on the sale of fixed maturity
securities.

As a result of the foregoing factors and the inclusion of other after-tax adjustments net income available to common
stockholders increased $128.7 million, or 32%, to $5325.6 million for the year ended December 31, 2005, from
$396.9 million for the year ended December 31, 2004. For the ycar ended December 31, 2004, net income available to
common stockholders included the negative effect of other after-tax adjustments totaling $5.0 million related to: (1) a
loss from discontinued operations associated with the sale of Principal Residential Mortgage, Inc. ($3.5 million) and (2) a
cumulative effect of accounting change due to our implementation of SOP 03-1 ($1.5 million).

International Asset Management and Accumulation Segment
Asset Accumulation Trends

Our international assct management and accumulation businesses focus on countries with a trend toward private
sector defined contribution pension systems, including privatization of public retirement pension systems. With variations
depending upon the specific country, we have targeted these markets for sales of retirement and related products and
services, including defined contribution pension plans, annuities and long-term mutual funds to businesses and
individuals. In some of our international markets, we complement our sales of these products with sales of life insurance
products.

We have pursued our international strategy through a combination of start-ups, acquisitions and joint ventures,
which require infusions of capital consistent with our strategy of long-term growth and profitability.

The foltowing table provides a summary of our international asset management and accumulation business’s assets
under management as of December 31, 2006, 2005 and 2004:

Principal International

As of Total assets under management
(in billions)
December 31, 2006 . . ..ot e e e £19.1°
December 31, 2005 . ... . s i54
December 31, 2004 . . . . L e e e e 10.2
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International Asset Management and Accumulation Segment Summary Financial Data

The following table presents certain summary financial data of the International Asset Management and
Accumulation segment for the years indicated:

For the year ended December 31,

2006 2005 2004
(in millions)
Operating Earnings Data:
Operating revenues(1):
Premiums and other considerations . . . .. e e e $239.1  $2476  $241.0
Feesand otherrevenues. . ... ... o oo e i e 114.0 109.2 85.9
Net invesStmMEnt INCOME . . o v v v o et e et e e e e e et e e 252.3 2477 191.5
Total Operating TevVENUES . . . . . ..ottt 6054 604.5 518.4
Expenses:
Benefits, claims and settlement expenses . . .. ... ... ... .. .. . ... 399.1 409.3 3573
Operating eXpenses . . .................. ... 144.5 128.7 112.2
Total eXpenses . .. ... i e e 543.6 538.0 469.5
Operating earnings before income taxes .. ... ... .o i 61.8 66.5 489
Income taxes (benefits) .. ..... ... .. .. . . e (10.0) (4.5) 8.6
Operating €arnings . . . . ..o vt n e e e 71.8 71.0 40.3
Net realized/unrealized capital gains, as adjusted . . . . ... ......... .. ... ..., 10.3 8.1 17.3
Other after-tax adjustments . .. ... ...t it e — — 6.7
U.S. GAAP Reported:
Net income available to common stockholders . ... ......... ... .......... $8.1 $791 § 643

(1) Excludes net realized/unrealized capital gains.

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005

Premiums and other considerations decreased $8.5 million, or 3%, to $239.1 million for the year ended
December 31, 2006, from $247.6 million for the year ended December 31, 2003, The decrease primarily resulted from a
$19.5 million decrease in Mexico and Chile due to decreased sales of single premium annuities with life contingendies.
Partially offsetting this decrease was an $11.0 million increase in Chile due to the strengthening of the peso versus the
U.S. dollar.

Fees and other revenues increased $4.8 million, or 4%, to $114.0 million for the vear ended December 31, 2006,
from $109.2 million for the year ended December 31, 2005. Fees and other revenues in India and Hong Kong increased
$4.8 million and $4.1 million, respectively, duc to an increase in fees from growth in assets under management. In
addition, fees and other revenues in Chile increased $2.2 million primarily due to growth in assets under management
and increased fees from universal life insurance. Partially offsetting the increase was a $5.5 million decrease in Mexico
primarily due to a refinement of accrued fee income in 2005.

Net investment income increased $4.6 million, or 2%, to $252.3 million for the year ended December 31, 2006, from
$247.7 million for the year ended December 31, 2005, The increase was primarily due to an increase of $367.8 miilion, or
14%, in average invested assets and cash, excluding our equity method investments, the strengthening of the Chilean peso
and Brazilian real versus the U.S. dollar, and higher earnings from our equity method investments. Partially offsetting the
increase was a decrease in the annualized vield on average invested asscts and cash, excluding our equity method
investments, which was 7.1% for the year ended December 31, 2006, compared to 8.5% for the year ended December 31,
2005.

Benefits, claims and settlement expenses decreased $10.2 million, or 2%, to $399.1 million for the ycar ended
December 31, 2006, from $409.3 million for the year ended December 31, 2005. The decrease primarily resultted from a
$23.2 million decrease in Chile as a result of lower interest credited to customers. In addition, the decrease in reserves of
$4.4 million in Mexico was a result of decrcased sales of single premium annuities with life contingencies. Partially
offsetting this decrease is an increase of $17.5 million due to the strengthening of the Chilean peso versus U.S. dolar.

Operating expenses increased $15.8 million, or 12%, to $144.5 million for the year ended December 31, 2006, from
$128.7 million for the year ended December 31, 2005. The increase was primarily due to a $5.4 million increase in India
due to higher compensation costs in the asset management company coupled with costs from PPTAC. Hong Kong
operating expenses increased $2.9 million primarily due to increased incentive compensation costs, commission expenses,
and occupancy costs. Mexico operating expenses increased $1.7 million due to increased amortization related to a
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refinement of present valuc of future profits (“PVFP™), higher professional fees expenses and sales compensation in
2006. In addition, Chile operating cxpenses increased $1.5 million primarily due to increased compensation costs.

Income tax benefits increased $5.5 million to $10.0 million for the year ended December 31, 2006, from $4.5 million
for the year ended December 31, 2005, The increase in income tax benefits was primarily due to tax refinements in
Mexico and Chile. The increase was partially offset due to a tax benefit associated with the liquidation of the Japan joint
venture in 2005 and the benefit from the American Jobs Creation Act in 2005 at International headquarters.

As a result of the foregoing factors, operating earnings increased $0.8 million, or 1%, to $71.8 million for the year
cnded December 31, 2006, from $71.0 million for the year ended December 31, 2005.

Net realized/unrealized capital gains, as adjusted, increased $2.2 million, or 27%, to $10.3 million for the year ended
December 31, 2006, from $8.1 miltion for the year ended December 31, 2003, The increase was primarily related to a
$1.3 million increase in Mexico due to realized gains on fixed maturity securities. Tn addition, net realized/unrealized
capital gains, as adjusted, increased $0.8 million in Chile. Unrealized gains on trading fixed maturities were partially
offset by mark-to-market losses in 2006 on derivatives that are held to more effectively match the invested asset portfolio
to our policyholder liability risks.

As a result of the foregoing factors net income available to common stockholders increased $3.0 million, or 4%, to
$82.1 million for the year ended December 31, 2006, from $79.1 million for the year ended December 31, 2005,

Year Ended December 31, 2005 Compared to Year Ended December 31, 2004

Premiums and other considerations increased $6.6 million, or 3%, to $247.6 million for the year ended December 31,
2003, from $241.0 million for the year ended December 31, 2004, The increase primarily resulted from an $18.4 million
increase in Chile and Mexico due to the strengthening of the peso versus the U.S. dollar. Partially offsetting this increase
was a $10.6 million decrease in Chile due to decreased sales of single premium annuities with life contingencies.

Fees and other revenues increased $23.3 million, or 27%, to $109.2 million for the year ended December 31, 2003,
from $85.9 million for the year ended December 31, 2004, The increase was primarily due to a $15.3 million incrcasc in
Mexico resulting from a refinement of accrued fee income, improved net transfers of pension customers from
competitors, and the strengthening of the peso versus the U.S. dollar. Futhermore, fees and other revenuc in India
increased $3.4 million due to an increase in fees from PPIAC that began operations in February 2005 and an increase in
feces from growth in assets under management. In addition, fees and other revenue in Chile increased $3.3 million
primarily due to an increase in mortgage loan servicing revenue, increased fees caused by growth in assets under
management and the strengthening of the peso. '

~ Net investment income increased $56.2 million, or 29%, to $247.7 million for the year ended December 31, 2005,
from $191.5 million for the year ended December 31, 2004. The increase was primarily due to an increase of
$473.5 million, or 22%, in average invested assets and cash, excluding our equity investments in subsidiaries. In addition,
the increase was related to an increase in the annualized yield on average invested assets and cash, excluding our equity
investments in subsidiaries, which was 8.5% for the vear ended December 31, 2005, compared to 8.1% for the year ended
December 31, 2004.

Bencfits, cluims and settlement expenses increased $52.0 million, or 15%, to $409.3 million for the year ended
December 31, 2003, from $357.3 million for the year ended December 31, 2004. The increase primarily resulted from a
$54.5 million increase in Chile, the result of the strengthening of the peso versus the U.S. dollar, and higher interest
credited to customers partially offset by a lower change in reserves due to a decrease in sales of single premium annuities
with life contingencies in 2005.

Operating expenses increased $16.5 million, or 15%, to $128.7 million for the year ended December 31, 2005, from
$112.2 million for the year ended December 31, 2004. The increase was primarily due to a $4.3 million increase in Chile
and Mexico resulting from strengthening of the peso versus the U.S. dollar. In addition, Mexico operating expenses
increased $3.0 million due to increased marketing cfforts and ‘asset retention training for agents and cmployees,
Furthermore, Chile operating expenses increased $2.2 million due to the impact of an impairment of PVFP stemming
from declining interest rates. Also, India operating expenses increased $2.3 million due to higher compensation costs in
the asset management company coupled with costs from PPLAC, which started operations in February 2005. Finally,
Hong Kong operating expenses increased $2.1 million primarily due to increased costs related to consolidation of our
mutuat fund products, marketing costs, and compensation costs as well as DPAC unlocking.

Tncome tax benefits increased $13.1 million to an income tax benefit of $4.5 millien for the year ended December 31,
2005, from income tax expense of $8.6 million for the year ended December 31, 2004. A decrease of $8.9 million in Japan
was primarily due to a tax benefit associated with the liquidation of the business in 2005. A decrease of $7.3 million at
corporatc headgquarters was due to the benefit from the American Jobs Creation Act in 2005 and foreign dividend activity
that generated tax expense in 2004.

As a result of the foregoing factors, operating carnings increased $30.7 million, or 76%, to $71.0 million for the year
ended December 31, 2005, from $40.3 million for the year ended December 31, 2004.
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Net realized/unrealized capital gains, as adjusted, decreased $9.2 million, or 53%, to $8.1 million for the year ended
December 31, 2005, from $17.3 million for the year ended December 31, 2004. The decrease was primarily related to a
$4.7 million decrease in Chile due to lower realized gains on derivatives that are held to more effectively match the
invested asset portfolio to our policyholder liability risks. In addition, India net realized/unrealized capital gains, as
adjusted, decrcased $2.4 million due to a realized gain in 2004 on recovery of a previously impaired debt security.

As a result of the foregoing factors and the inclusion of other after-tax adjustments, net income available to common
stockholders increased $14.8 million, or 23%, to $79.1 miltion for the year ended December 31, 2005, from $64.3 million
for the year ended Drecember 31, 2004. For the year ended December 31, 2004, net income included the positive effect of
other after-tax adjustments totaling $6.7 million, related to: (1) the positive effect of income from discontinued
operations related io the sale of our Argentine companies ($10.0 million) and (2) the negative effect of cumulative effect
of an accounting change related to the implementation of SOP 03-1 (3.3 million).

Life and Health Insurance Segment

Individual Life Insurance Trends

Our lifc insurance premiums have been influenced by both cconomic and industry trends. In addition, we have
continued to shift our marketing emphasis to universal and variable universal life insurance products from traditional life
insurance products. Due to this shift in marketing emphasis, premiums related to our traditional life insurance products
have declined, while fee revenues from our universal and variable universal life insurance products have grown.

The following tablc provides a summary of our individual universal and variable universal life insurance fee revenues
and our individual traditional life insurance premiums for the years cnded December 31, 2006, 2005 and 2004:

Individual life insurance

Individual universal and

variable universal life Individual traditional
insurance life insurance
For the year ended Fee revenues Premiums
(in millions)
December 31, 2006 . . .. .. O $225.3 $624.4
December 31,2005 .. ........... P 212.6 645.2
December 31, 2004 . . ... ... ... e e 182.8 675.8

The following table provides a summary of our individual life insurance policyholder liabilities as of December 31,
2006, 2005 and 2004:

Individual life insurance

Individual universal and

variable universal life Individual traditional
insurance life insurance
As of ‘ Policyholder liabilities(1}  Policyholder liabilities
. : : {in millions)
December 31, 2006 . ... ... ... .. e $3,948.6 $5,921.5
December 31,2005 , ... ... ... .. PR 3,493.8 5,955.4
December 31, 2004 . . . e e 2,880.0 6,042.2

(1) Includes separate account liabilities for policies with variable investment options.
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Health Insurance Trends

In 2006, we experienced good growth in group medical premium and fees and members due to improved pricing and
market focus. While we continue to sell group medical business in 35 states plus the District of Columbia, we have
sharpened our focus on 13 states. Premium revenue has grown due to both price and membership increases. The
fee-for-service portion of our business had a drop in medical members and fees because of our competitive position in
the market. Qur fec-for-service offering is available in all 50 states plus the District of Columbia.

Our health insurance premium and fees for the years ended December 31, 2006, 2005 and 2004 were as follows:

Premium and fees

Group medical

For the year ended ’ ‘ insurance Fee-for-service
(in millions)
December 31, 2006 . . . . o oo e $1,861.4 ©  '$172.5
December 31, 2005 . . . . . .. e e e e e e 1,676.5 . 176.6
December 31, 2004 . .. . e e 1,586.9 178.8

Qur covered members as of December 31, 2006, 2005 and 2004 were asl follows:

Covered medical members

Group medical

As of . . ' . insurance Fee-for-service
. {in thousands)
December 31, 2006 . . . .. .ot e e e e e e 642.5 758.0
December 31, 2005 . .. .. e e e e 620.1 - 8615
December 31, 2004 . . . . .. e e e 5748 986.6

Specialty Beneftts Insurance Trends

Premium and fee growth for our specialty benefits insurance business is being driven by growing sales and stable
retention. This has been a result of growing and more focused distribution supporting these product lines, increasing
focus on marketing products to individuals at employer worksites (“voluntary/worksite™), and the introduction of new
products.

The following table provides a summary of our specialty benefits insurance premium and fees for the years ended
December 31, 2006, 2005 and 2004: <!

Premium and fees

Group Individual
Group dental and  Group life  disability  disability

For the year ended vision insurance insurance  insurance  insurance
: : : {in millions)

December 31, 2006 . . . . .. .. . e $496.3 $310.4 $254.9 $141.6

December 31, 2005 . .. oo oo e 4345 2599 200.3 130.8

December 31,2004 . ... ... ... e e e 383.2 239.1 1701 113.3
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Life and Health Insurance Segment Summary Financial Data

The following table presents certain summary financial data relating to the Life and Health Insurance segment for
the years indicated:

For the year ended December 31,

2006 2005 2004
{in miilions)
Operating Earnings Data:
Operating revenues(1):
Premiums and other considerations . ... ... v ittt i i e $3,598.7 $3,2067.1 $3,096.6
Fees and other revenues . .. ... ...t i e 444.2 444.3 421.9
Net Investment iNCOME . . . . o oo ottt et e e e 693.3 676.1 662.8
Total OPETating TEVEIUES . . . oo v v i it i ettt i e e e e 4,736.2 43875 41813
Expenses:
Benefits, claims and settlement expenses .. ... ... .. . oo 29103  2,620.2 25147
Dividends to policyholders . ... ... ... ... . o 290.3 288.5 291.8
OPpErating eXPEeNSES . . v v v v v it e e e 1,110.8  1,066.3 958.7
TOtal EXPenSES . . o i i e 43114 39750 3,795.2
Operating earnings before income taxes .. ......... ... ... ... .. ... 424.8 4125 386.1
INCOMC LAKES + o v v v v e v v e vt e e e et e e e e e e et et e e et e et 142.3 138.1 129.9
Operating earmings . . . .. ..ot e e 2825 274.4 256.2
Net realized/unrealized capital losses, as adjusted ... ....... ... ... ... ... 3.4) (2.3} (8.9)
Other after-tax adjustments . . .. ... ... it — — (0.9
U.S. GAAP Reported: .
Net income available to common stockholders. .. ....... ... ... ... ..., $ 2791 $ 2721 § 2464

(1) Excludes net realized/unrealized capital losses.

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005

Premiums and other considerations increased $331.6 million, or 10%, to $3,598.7 million for the year ended
December 31, 2006, from $3,267.1 million for the year ended December 31, 2005. Health insurance premiums increased
$185.8 million, primarily from incrcased covered medical members and higher premium per member, Specialty benefits
insurance premiums increased $180.4 million primarily due to strong sales and stable retcntion.

Fees and other revenues decreased $0.1 million to $444.2 million for the year ended December 31, 2006, from
$444.3 million for the year ended December 31, 2005. Health insurance fees and other revenues decreased $8.0 million
primarily duc to a decrease in fee-for-service medical members. In addition, specialty benefits fees and other revenues
decreased $2.7 million due to lower dental fees resulting from the sale of the dental offices in Junc 2006. Partially
offsetting the decreases was a $10.6 million increase from our individual life insurance business primarily due to growth in
our fee-based universal and variable universal life insurance business.

Net investment income increased $17.2 million, or 3%, to $693.3 million for the year ended December 31, 2006, from
$676.1 million for the year ended December 31, 2005. The increase primarily relates to an increasc in the average
annualized yield on invested assets and cash and to a $118.3 million, or 1%, increase in average invested assets and cash
for the scgment. The yield on average invested assets and cash was 6.3% for the year ended December 31, 2006,
compared to 6.2% for the year ended December 31, 2005.

Benefits, claims and settlement expenses increased $290.1 million, or 11%, to $2,910.3 million for the year ended
December 31, 2006, from $2,620.2 million for the year ended December 31, 2005. Health insurance benefits, claims and
scttlement expenses increased $155.1 million primarily due to higher claim costs per member and growth, somewhat
offset by reserve refinements. Despite generally lower loss ratios, specialty benefits insurance benefits, claims and
settlement expenses increased $115.7 million, primarily due to growth in the business.

Dividends to policyholders increased $1.8 million, or 1%, to $290.3 million for the year ended December 31, 2006,
from $288.5 million for the year ended December 31, 2005. The increase is primarily related to the dividend scale changes
cffective in February 2006.

Operating expenses increased $44.5 million, or 4%, to $1,110.8 million for the year cnded December 31, 2006, from
$1,066.3 million for the year ended December 31, 2005. Specialty benefits insurance operating expenses increased
$46.1 million due to growth in the business. Health insurance operating expenses increased $25.5 million, primarily the
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result of growth in the insured medical business. Partially offsetting these increascs was a $27.1 million decrease in the
individual life insurance operating expenses primarily due to lower DPAC amortization related to lower single premium
sales and changes in claims experience in 2000, '

Income taxes increascd $4.2 million, or 3%, to $142.3 million for the year ended December 31, 2006, from
$138.1 million for the year ended December 31, 2003. The effective incomc tax rate for the segment was 33% for the
years ended December 31, 2006 and 2005. The effective income tax rates for the years ended December 31, 2006 and
2005, werc lower than the corporatc income tax rate of 35% primarily due to interest exclusion from taxable income.

As a result of the foregoing factors, operating earnings increased $8.1 million, or 3%, to $282.5 million for the year
ended December 31, 2006, from $274.4 million for the vear ended December 31, 2005.

Net realized/unrealized capital losses, as adjusted, increased $1.1 million, or 48%, to $3.4 willion for the year ended
December 31, 2006, from $2.3 million for the year ended December 31, 2005. The increase primarily resulted from
increased impairments in 2006 as the result of a change in our ability and intent to hold certain fixed maturity sccurities
until recovery due to the need to fund our acquisition of WM Advisors, a $7.5 million recovery of previously impaired
securities reccived in 20035 related to a litigation settlement, and more losses related to derivative activities. These
increases were partially offset by gains in 2006 versus losses in 2005 on the sale and call activity of fixed maturity
securities, a softwarc impairment in 2005 with no corresponding activity in 2006, the recovery of previously impaired
securities as the result of a litigation claim reccived in 2006, and increased DPAC amortization associated with losses on
invested assets.

As a result of the foregoing factors, net income available to common stockholders increased $7.0 million, or 3%, 10
$279.1 million for the year ended December 31, 2006, from $272.1 million for the year ended December 31, 2005.

Year Ended December 31, 2005 Compared to Year Ended December 31, 2004

Premiums and other considcrations increased $170.5 miilion, or 6%, to $3,267.1 million for the year ended
December 31, 2005, from $3,096.6 million for the year ended December 31, 2004, Specialty benefits insurance premiums
increased $119.5 million primarily due to strong sales and steady retention. Health insurance premiums increased
$94.9 million, primarily resulting from higher premium per member and an increase in average insured medical members.
Partially offsctting these increases was a decrease of $43.9 million in individual life insurance premiums, primarily a result
of the continuation of a shift in marketing cmphasis to universal and variable universal life insurance products from
traditional life insurance products and an increase in ceded reinsurance premium. Unlike traditional premium-based
products, individual universal and variable universal life insurance premiums are not reported as U.S. GAAP revenue.

Fees and other revenues increased $22.4 million, or 5%, to $444.3 million for the year ended December 31, 2005,
from $421.9 million for the year ended December 31, 2004. Fee revenues from our individual life insurance business
increased $3(10 million, primarily due to growth in our fee-based universal and variable universal life insurance business.
Fee revenues from our health insurance business decreased $7.9 million, primarily due to a decreasc in avcrage
fec-for-service medical members,

Net investment income increased $13.3 million, or 2%, to $676.1 million for the year ended December 31, 2005, from
$662.8 million for the ycar ended December 31, 2004. The increase primarily relates to a $518.4, or 5%, increase in
average invested assets and cash for the segment. The increase was partially offset by a decrcase in the average
annualized yield on invested assets and cash, which was 6.2% for the year ended December 31, 2005, compared to 6.4%
for the year ended December 31, 2004. This reflects lower yields on fixed maturity securities and commercial mortgages
due in part to a lower interest rate environment. ' '

Benefits, claims and settlement expenses increased $105.5 million, or 4%, to $2,620.2 million for the year ended
December 31, 2005, from $2,514.7 million for the year ended December 31, 2004. Health insurance benefits, claims and
scttlement expenses increased $66.0 million primarily duc to increases in claim costs per member and average members,
even though loss ratios decreased. Likewise, despite lower loss ratios, specialty benefits insurance benefits, claims and
scttlement expenses increased $38.9 million, primarily due to growth in the business.

Dividends to policyholders decreased $3.3 million, or 1%, to $288.5 million for the year ended December 31, 2005,
from $291.8 million for the year ended December 31, 2004. The decreasc is primarily related to a decrease in the
individual life insurance dividend interest crediting rates resulting from a declining interest rate environment.

Operating expenses increased $77.6 million, or 8%, to $1,066.3 million for the year ended December 31, 2005, from
$988.7 million for the year ended December 31, 2004. Specialty benefits insurance operating expenses increased
$45.7 million due to growth in the business. Health insurance operating expenses increased $29.5 million, primarily due to
growth in the insured medical and wellness businesses and additional salary and benefit-related expenses.

Income taxes increased $8.2 million, or 6%, to $138.1 million for the year ended December 31, 2005, from
$129.9 million for the year ended December 31, 2004, The effective income tax rate for the segment was 33% for the year
ended December 31, 2005 and 34% for the year ended December 31, 2004. The effective income tax rates for the years
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ended December 31, 2005 and 2004, were lower than the corporate income tax rate of 35% primarily due to the intercst
exclusion from taxable income. ‘

As a result of the foregoing factors, operating carnings increased $18.2 million, or 7%, to $274.4 million for the year
ended December 31, 2005, from $256.2 million for the year ended December 31, 2004,

Net realized/unrealized capital losscs, as adjusted, decreased $6.6 million, or 74%, to $2.3 million for the year ended
December 31, 2005, from $8.9 million for the year ended December 31, 2004. The decrease is duc to fewer other than
temporary impairments of fixed maturity securities including a $7.5 million recovery of previously impaired securitics
received as the result of a litigation settlement offset in part by more losses related to the mark to market of derivative
activitics, a software impairment, and losses versus gains on the sale of fixed maturity securities.

As a result of the foregoing factors and the inclusion of a 2004 other after-tax adjustment, net income available to
common stockholders increased $25.7 million, or 10%, to $272.1 million for the year ended December 31, 2005, from
$246.4 million for the year ended December 31, 2004. The other after-tax adjustment for the year cnded December 31,
2004, had a negative impact on net income of $0.9 million duc to the cumulative effect of accounting change, a result of
our implementation of SOP 03-1.

Corporate and Other Segment

Corporate and Other Segment Summary Financial Data

The following table presents certain summary financial data relating to the Corporatc and Other segment for the
years indicated:
For the year ended
December 31,
2000 2005 2004
(in mitlions)

Operating Earnings Data:
Operating Revenues(1):

Total operating revenuUES . . ..o oot i e $(27.4) ${59.1) 3$(23.0)
Expenses:

Total eXpenses . .. ... .. (11.4) 6.9y 479
Operating loss before income taxes and preferred stock dividends ... ... .. (16.0) (522 (70.9)
Income tax benefits . . .. .. ... . oL (21.7) (48.5) (50.5)
Preferred stock dividends. . .. ......... ... ... ... . o o 33.0 17.7 —
Operating loss . ..ottt e 27.3) (21.4) (20.4)
Net realized/unrealized capital gains (losses), as adjusted . ... ........ ... 342  (13.6) 204
Other after-tax adjustments . . .......... . ... ... ... L. 41.2 64.5 —
U.S. GAAP Reported:

Net income available to common stockholders .. .............. ... ... $480 $295 % 6.0

(1) Excludes net realized/unrealized capital gains (losses).

Year Ended December 31, 2006 Compared to Year Ended December 31, 2005

Total 'operating revenucs increased $31.7 million, or 54%, to a negative $27.4 million for the ycar cnded
December 31, 2006, from a negative $59.1 million for the year ended December 31, 2005. Net investment income
increased $35.3 million reflecting an increase in average annualized investment yiclds as well as a decrease in investment
expenscs rclated to a significant variable interest in a coal-based synthetic fuel production fucility. The decrease in
investment expense from this investment largely corresponds to an increase in income taxes due to fewer cstimated
synthetic fuel tax credits generated from fuel production. Partially offsetting the increase in total revenues was a decrease
of $3.5 million in fee revenue for transitional services provided to CitiMortgage, Inc., in the prior year, related to the sale
of Principal Residential Mortgage, Inc., which is mostly offset by a corresponding change in iotal expense.

Total expenses decreased $4.5 million, or 65%, to a negative $11.4 million for the year ended December 31, 2006,
from a ncgative $6.9 million for the year ended December 31, 2005, The decrease in total expenscs was primarily due to a
$9.8 million decrease in interest related to federal income tax activities as well as a $3.4 million decrease in transitional
services provided to CitiMortgage, Inc., in the prior year, related to the sale of Principal Residential Mortgage, which is
mostly offsct in total revenue. The decrease in total cxpenses was largely offset by $12.2 million increase in interest
related to the issuance of corporate debt.
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Income tax henefits decreased $26.8 million, or 55%, to $21.7 million for the year ended December 31, 2006, from
$48.5 million for the year ended December 31, 2005. The decrease was primarily due to a decrease in the estimated
synthetic fuel tax credits in 2006, as well as a decrease in operating loss before income taxes and preferred stock
dividends.

Preferred stock dividends incrcased $15.3 million, or 86%, to $33.0 million for the year ended December 31, 2006,
from $17.7 million for the year ended December 31, 2005, The preferred stock dividends were a result of issuing
preferred stock in June 2005.

As a result of the foregoing factors, operating loss increased $5.9 million, or 28%, to $27.3 million for the year ended
December 31, 2006, from $21.4 million for the year ended December 31, 2005.

Net realized/unrcalized capital gains, as adjusted, increased $47.8 million to $34.2 million for the ycar ended
December 31, 2006, from $13.6 million net realized/unrealized losses for the year ended December 31, 2005. The increase
was primarily due to the gain on sale of stock of an equity method investment, fewer losses on sales of invested assets, and
the prior year impairment of an equity partnership interest.

As a result of the foregoing factors and the inclusion of other after-tax adjustments, net income available to common
stockholders increased $18.6 million, or 63%, to $48.1 million for the year ended December 31, 2006, from $29.5 million
for the year ended December 31, 2005. For the year ended December 31, 2006, net income included other after-tax
adjustments totaling $41.2 million related to positive effects of: (1) gains on sales of real estate properties that qualify for
discontinued opcrations treatment ($30.9 million) (2) a favorable court ruling on contested IRS issues for 1991 and later
years ($18.8 million) and the negative effect of a contribution to the Principal Financial Group Foundation, Inc.
($8.5 million).

Year Ended December 31, 2005 Compared to Year Ended December 31, 2004

Total operating revenues decreased $36.1 million to a negative $59.1 million for the year ended December 31, 2005,
from a negative $23.0 million for the year ended December 31, 2004. Net investment income decreased $21.5 million
primarily due to the increase in investment expenses related to the acquisition of a significant variable interest in a
coal-based synthetic fuel production facility in June 2004. The increase in investment expense from this investment is
morce than offset by a decrease in income taxes due to synthetic fuel tax credits generated from fuel production. In
addition, the decrease in total revenues was partially due to a decrease of $7.7 million in fee revenue for transitional
services provided to CitiMortgage, Inc., in the prior year, related to the sale of Principal Residential Mortgage, Inc,
which is mostly offset by a corresponding change in total expense. Furthermore, the dccrease in total revenues was due to
a $5.5 million increase in inter-segment eliminations included in this segment, which was offset by a corresponding
change in total expenses.

Toial expenses decreased $54.8 million to a negative $6.9 million for the year ended December 31, 2005, from a
positive $47.9 million for the year ended December 31, 2004. The decrease in total expenses was partially due to a
$23.0 million decrease in interest rclated to federal income tax audit activities as well as a $13.5 million decrease in
interest related to the reduction of corporate debt. Furthermore, the decrease in total expenses was due to a $7.3 million
decrease in transitional services provided to CitiMortgage, Inc., in the prior year, related to the sale of Principal
Residential Mortgage, which is mostly offset in total revenue. Further contributing to the overall decrcase was a
$7.2 million decrcase related to a prior year prepayment penalty recognized on the redemption of our surplus notes due
2024. In addition, intcr-segment eliminations included in this segment increased $5.5 million, resulting in a decrease in
total expenses.

Income tax benefits decreased $2.0 million, or 4%, to $48.5 million for the year ended December 31, 2005, from
$50.5 million for the year ended December 31, 2004. The decrease was primarily due to a decrease in operating loss
before income taxes and preferred stock dividends, a change in income tax reserves established for IRS tax matters, as
well as a tax benefit associated with the sale of a foreign investment in 2004, Largely offsetting these decreases in income
tax benefits are a full year of synthetic fuel tax credits.

Preferred stock dividends were $17.7 million for the year ended December 31, 2005, with no corresponding activity
for the year ended December 31, 2004, The preferred stock dividends were a result of issuing preferred stock in
June 2005.

As a result of the foregoing factors, operating loss increased $1.0 million, or 5%, to $21.4 million for the year ended
December 31, 2005, from $20.4 million for the year ended December 31, 2004,

Net realized/unrealized capital losses, as adjusted, increased $40.0 million to $13.6 million for the year ended
December 31, 2005, from $26.4 million net realized/unrealized gains for the year ended December 31, 2004, The increase
in nct realized/unrealized capital losses was primarily due to less mark to market gains on certain seed money
investments, increased losses on sales of invested assets, and the impairment of an equity partnership interest.

As a result of the foregoing factors and the inclusion of other after-tax adjustments, net income available to common
stockholders increased $23.5 million to $29.5 million for the year ended December 31, 2005, from $6.0 million for the
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year ended December 31, 2004, For the year ended December 31, 2005, net income included the positive effect of other
after-tax adjustments totaling $64.5 million related to: (1) a decrease in income tax reserves and associated interest
related to IRS tax matters ($42.2 million) and (2) gains on sales of real estate properties that qualify for discontinued
operations treatment ($22.3 million).

Liquidity and Capital Resources

Our legal entity organizational structurc has an impact on our ability to meet cash flow needs as an organization.
Following is a simplified organizational structure.

| Principal Financial Group, Inc. |

| Principal Financial Services, Inc. I

[ ]

Principal Life Principal International Other
Insurance Comparny Entities Subsidiaries
Other
Subsidiaries

The Holding Companies: Principal Financial Group, Inc. and Principal Financial Services, Inc.

Liquidity describes the ability of a company to generate sufficient cash flows to meet the cash requirements of
business operations. Qur parent holding company, Principal Financial Group, Inc., is a Delaware business corporation,
whose assets primarily consist of the outstanding capital stock of its subsidiaries. As a holding company, Principal
Financial Group Inc.’s ability to meet cash requirements, including the payments of dividends on commen stock and the
repurchase of stock, substantially depends upon dividends from subsidiaries, primarily Principal Life,

Dividends from Principal Life

The payment of stockholder dividends by Principal Life to its parent company is limited by Towa laws. Under lowa
laws, Principal Life may pay dividends only from the carned surplus arising from its business and must receive the prior
approval of the Insurance Commissioner of the State of lowa (“the Commissioner”) to pay a stockholder dividend if such
a stockholder dividend would exceced certain statutory limitations. The current statutory limitation is the greater of:

* 10% of Principal Life’s statutory policyholder surplus as of the previous ycar-end; or
* the statutory net gain from operations from the previous calendar year.

Iowa law gives the Commissioner discretion to disapprove requests for dividends in excess of these limits. Based on
this limitation and 2006 statutory results, Principal Life could pay approximately $660.4 million in stockholder dividends
in 2007 without exceeding the statutory limitation. Principal Life was able to pay approximately $63(.7 million in statutory
dividends in 2006 based on its 2003 statutory financial results without being subject to the restrictions on payment of
extraordinary stockholder dividends,

On February 28, 2006, Principal Life declared a common stock dividend to its parent company of up to
$625.0 million. The ordinary stockholder dividends paid by Principal Life to its parent company in 2006 were
$426.2 million. Principal Life requested and reccived permission from the Commissioner to pay an extraordinary
dividend in the amount of $75(.0 million. The extraordinary stockholder dividends paid by Principal Life to its parent in
2006 were $750.0 million.

On November 2, 2005, Principal Life declared & dividend of up to $300.0 million. Total stockholder dividends paid by
Principal Life to its parent company in 2005 were $200.0 million.

On May 19, 2004, Principal Life declared a dividend of up to $1.2 billion. Total ordinary stockholder dividends paid
by Principal Life to its parent company in 2004 were $494.0 million. In March 2004, Principal Life redeemed
$200.0 million of its surplus notes at a cost of $207.2 million. Principal Life and the Commissioner have agreed that this
$207.2 million will be applied against Principal Life’s 2004 ordinary dividend capacity. Principal Life requested and
received permission from the Commissioner 1o pay an extraordinary dividend in the amount of $700.0 million, of which
$630.0 million was paid in 2004.
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Shelf Registration

Registration Statement. Although we gencrate adequate cash flow to meet the needs of our normal operations,
periodically the need may arise to issue debt to fund internal expansion, acquisitions, investment opportunities and
retirement of existing debt and cquity. In December 2003, we filed a shelf registration statement with the Securities and
Exchange Commission, which becamc cffective on June 30, 2004. The shelf registration totals $3.0 billion, with the ability
to issue debt securitics, preferred stoek, common stock, warrants, stock purchase coniracts and stock purchase units of
PIG and trust preferred sccurities of three subsidiary trusts. If we issue additional securities, we intend to usc the
procecds from the sale of the seeurities for general corporate purposes, including working capital, capital expenditures,
investments in subsidiarics, share repurchase, acquisitions and refinancing of debt, including commercial paper and other
short-term indebtedness. Principal Financial Services, Inc. unconditionally guarantees our obligations with respect to one
or more serics of debt securities deseribed in the shelf registration statement.

Senior Note Issuance.  On October 16 and December 5, 2006, we issued $500.0 million and $100.0 million, respectively,
of scnior notes from our shelf registration, for net proceeds of $597.5 million. The notes will bear interest at a rate of
6.05% per year. Interest on the notes is payable semi-annually on April 15 and October 15, beginning on April 15, 2007.
The notes will mature on October 15, 2036. A portion of the proceeds was used to fund the acquisition of WM
Advisors, Inc.. with the remaining proceeds being used for general corporate purposes. Following our senior note
issuance, we now have the ability w issue up to $1.85 billion of debt securities, preferred stock, common stock, warrants,
stock purchase contracts and stock purchase units of PFG and trust preferred securities of three subsidiary trusts, under
the shelf registration.

Preferred Stock Issuances. On June 16, 2005, we issued 13.0 million shares of non-cumulative perpetual preferred
stock under our shelf registration for net procecds of $542.0 million. Substantially ali of the preferred securities proceeds
were used to repurchase shares of outstanding common stock.

- Preferred Stock Dividend Restrictions and Paymenis. The certificates of designations for the preferred stock restrict the
declaration of preferred dividends if we fail to mect specified capital adequacy, net income or stockholders’ equity levels.
As of December 31, 2006, we have no preferred dividend restrictions.

On March 30, 2006, June 30, 2006, October 2, 2006, and January 2, 2007, we paid a dividend of $8.3 million,
$8.2 million, $8.3 million and $8.2 million, respectively, equal to $1.39 per share on Series A non-cumulative perpetual
preferred stock and cqual to $0.41 per share on Series B non-cumulative perpetual preferred stock. Dividends were paid
to stockholders of record as of March 15, 2006, June 15, 20006, September 14, 2006, and December 14, 2006, respectively.

On Scptember 30, 2005, and December 30, 2005, we paid a dividend of $9.4 million, and $8.3 million. respectively,
equal to $1.59 per sharc and $1.39 per share, respectively, on Serics A non-cumulative perpetual preferred stock and
equal to $0.47 per share and $0.41 per share, respectively, on Serics B non-cumulative perpetual preferred stock, to
stockholders of record as of September 1, 2005, and December 15, 2003, respectively.

Common Stock Issued and Treasury Stock Acquired

Another source of liquidity is issuance of our common stock. Proceeds from the issuance of our common stock were
$66.2 million and $59.9 miltion in 2006 and 2005, respectively.

In 2006, we paid $214.7 million in dividends to common stockholders. We paid a dividend of $0.80 per share on
December 15, 2006, to stockholders of record as of November 22, 2006. In 2005, we paid $182.2 million, or $0.65 per
share, in dividends to common stockholders. In 2004, we paid $166.5 million, or $0.55 per share, in dividends to common
stockholders, '

Qur Board of Dircctors has authorized various repurchase programs under which we are allowed to purchase shares
of our outstanding common stock. Shares repurchased under these programs are accounted for as treasury stock, carried
at cost and reflected as a reduction to stockholders™ equity. The repurchases are made in the open market or through
privately negotiated transactions, from time to time, depending on market conditions.

On November 28, 2006, our Board of Directors authorized a repurchase program of up to $250.0 million of our
outstanding common stock. As of December 31, 2006, no purchases have been made under this program.

On May 19, 2006, following our Board of Dircctors’ share repurchase authorization, we entered into an accelerated
common stock repurchase agreement with a third party investment bank for an aggregate purchase price of
$500.0 million. On this date, we paid $500.0 million and received the initial delivery of 7.7 million common shares, while
retaining the right 1o reccive additional common shares depending on the volume weighted average share price of our
common stock over the program’s duration. The program was completed in November 2006. Under this program, we
purchased 9.3 million common shares at an average price of $53.59.

In November 20035, our Board of Dircctors authorized a repurchase program of up to $250.0 million of our
outstanding common stock. This program was completed in May 2006. Under this program, we acquired 5.1 million
shares in the open market at an aggregate cost of $250.0 million in 2006,
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In June 20035, following our Board of Directors authorization of the repurchase of up to 15.0 million shares of our
outstanding common stock, we entered into an accelerated stock repurchase agreement with a third party investment
bunker for approximately 13.7 million shares of our common stock with an initial payment of $542.3 million. This
transaction was subject to a market pricing adjustment provision bascd on the volume weighted average market price
over the exceution period, which could be settled in shares or cash. On October 3, 2005, we elected 1o settle in cash, On
November 10, 2005, the transaction was completed for an additional payment of $84.0 million. We do not intend to make
further purchases under this program.

In March 2003, our Board of Directors authorized a repurchase program of up to $250.0 million of our outstunding
common stock. This program began after the completion of the May 2004 repurchasc program, which authorized the
repurchase of up to $700.0 million of cur outstanding common stock. Under the May 2004 and March 2005 repurchase
programs, we acquired 8.4 million shares in the open market at an aggregate cost of $325.0 million in 2005. Of that
amount, $75.0 million was acquired under the May 2004 repurchase program and $250.0 million was acquired under the
March 2005 repurchase program. The share repurchase program announced in March 2005 was completed in May 2005.

Our Board of Directors authorized a repurchase program of up to $700.0 million of our outstanding common stock
in May 2004, We acquired 21.7 million common sharcs in the open market at an aggregate cost of $772.0 million during
the year ended December 31, 2004, Of that amount, $625.0 million was acquired under the May 2004 repurchase
program and $147.0 million was acquired under the May 2003 repurchase program which was completed in 2004.

Sources of liquidity also include facilities for short-term and long-term borrowing as needed, arrunged through our
intermediate holding company, Principal Financial Services Inc. (“PFSI”), and its subsidiarics. See “Contractual
Obligations and Commercial Commitments” below.

Principal Life

Historically, the primary cash flow sources for Principal Life have been premiums from lifc and health insurance
products, pension and annuity deposits, asset management fee revenues, adminisirative services fec revenues, income
from investments, proceeds from the sales or maturity of investments, long-term debt and short-term borrowings. Cash
outflows consist primarily of payment of benefits to policyholders and beneficiaries, income and other taxes, current
operating cxpenses, payment of dividends to policyholders, payments in connection with investments sequired, payments
made to acquire subsidiaries, payment of dividends to parent, and payments relating to policy and contract surrenders,
withdrawals, policy loans, interest expense and repayment of short-term borrowings and long-term debt.

Principal Life maintains investment strategies generally intended to provide adequate funds to pay benefits without
forced sales of investments, Products having liabilitics with longer lives, such as life insurance and full-service payout
pension products, are matched with asscts having similar estimated lives such as mortgage loans, long-term bonds and
private placement bonds. Shorter-term liabilities are matched with investments such as short and medium-term fixed
maturitics. In addition, highly liquid, high quality short-term investments are held to fund anticipated operating expenses,
surrenders, withdrawals and development and maintenance expenses associated with new products and technologies. Qur
privately placed fixed maturity securities, commercial mortgage loans and real estate investments arc generally less liquid
than our publicly traded fixed maturity securities. These asset classes represented approximately 41% and 40% of the
value of our consolidated invested asscts as of December 31, 2006 and 2005 respectively. See “Quantitative and
Qualitative Disclosures about Market Risk — Interest Rate Risk™ for a discussion of duration matching.

Life insurance companics generally produce a positive cash flow from operations, as measured by the amount by
which cash inflows are adequate to mect benefit obligations to policyholders and normal operating cxpenses as they are
incurred. The remaining cash flow is genecrally used to increase the asset base to provide funds to meet the need for
future policy benefit payments and for writing and acquiring new business. It is important to match the investment
porifolio maturities to the cash flow demands of the type of annuity, investment or insurance product being provided.
Principal Life continuously monitors bencfits, surrenders and maturities to provide projections of future cash
requirements. As part of this monitoring process, Principal Life performs cash flow testing of many of its assets and
liabilities under various scenarios to evaluate the adequacy of reserves. In developing its investment strategy, Principal
Lifc establishes a level of cash and sccurities which, combined with expected net cash inflows from operations, maturities
of fixed maturity investments and principal payments on mortgage-backed sceurities and commercial mortgage loans, are
believed adequate to meet anticipated short-term and long-term benefit and expense payment obligations. There can be
no assurance that future cxperience regarding benefits and surrenders will be similar to historic experience since
withdrawal and surrender levels are influenced by such factors as the interest rate cnvironment and the claims paying
ability and financial strength ratings of Principal Life.

Principal Life takes into account assct-liability management considerations in the product development and design
process. Contract terms of 989 of Principal Life’s universal and variable universal life insurance products as of
December 31, 2006 and 2005, include surrender and withdrawal provisions which mitigate the risk of losses due 10 early
withdrawals. These provisions generally do one or more of the following: limit the amount of penalty-free withdrawals;
limit the circumstances under which withdrawals are permitted; or assess a surrender charge or market value adjustment
relating to the underlying assets. The market value adjustment feature in Principal Life’s fixed annuity products adjusts
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the surrender value of a contract in the event of surrender prior to the end of the contract period to protect Principal Life
against losses due to higher interest rates at the time of surrender.

~ Our guaranteed investment contracts (“GICs™) and funding agreements contain provisions limiting early surrenders,
including penalties for carly surrenders and minimum notice requirements.

The following table presents U.S. GAAP reserves for guaranteed investment contracts and funding agreements by
withdrawal provisions as of December 31, 2006 and 2005:

December 31,
2006 2005
{in millions)

Book Value Out(l)

Surrenderable:
Book value out without surrender charge .. ......... ... ... ... ..., $ 31 8 37
Book value out with surrender charge. . ... ... ... ... ... o oo 2,322.4 2,189.0
Total surrenderable . ................ [P 23255 2,192.7
Total book valugout . ........ e e e e e 2,325.5 2,192.7

Market Value Out(2) ,
Less than 30 days’ notice ... ... . it i e e — —

0o 8P days MOLICE . . . . ... e — 238
90 10 180 days’ NOUICE . . .« . .ttt e e 950.1 335.7
More than 180 days’ NOLCE . ... . e e 3,261.1 3,591.8
No active surrender provision .. ....... ... . s 314.8 2523
Total market value OUE . . . . L. e e e e e 4,526.0 4,203.6
Not puttable or surrenderable . . ... .. ... ... o 19,698.2 18,037.3
Total GICs and funding agreements ............. e $26,549.7 8244336 .

(1) Book Value Qut; The amount equal to the sum of deposits less withdrawals with interest accrued at the
contractual interest rate.

(2) Market Value Out: The amount equal to the book value out plus a market value adjustment to adjust for
changes in interest rates.

International Asset Management and Accumulation Operations

Our Brazilian, Hong Kong, Indian, and Mexican operations produced positive cash flow from operations for the year
ended December 31, 2006. For the years ended December 31, 2005 and 2004, our Chilean, Indian and Mexican
operations produced positive cash flow from operations. These cash flows have been historically maintained at the local
country level for strategic expansion purposes and local capital requirements. Our international operations have required
infusions of capital primarily to fund acquisitions and to a lesser extent, to meet the cash outflow and capital
requirements of certain operations. Our capital funding of these operations is consistent with our long-term strategy to
establish viable companics that can sustain future growth from internally generated sources. Based on reviews of our
current capital needs and strategic opportunities within our foreign operations, we repatriated a portion of the capital
from certain countries in 2006, 2005, and 2004.

Sources and Uses of Cash of Consolidated Operations

Activity, as reported in our consolidated statements of cash flows, provides relevant information regarding our
sources and uses of cash, The following discussion of our operating, investing and financing portions of the cash flows
excludes cash flows attributable to our discontinued operations, which were as follows:

For the year ended
December 31,

Cash flows attributable to discontinued operations: 2006 2005 2004
{in millions)

Net cash provided by (used in) operating activities . ................. $(.1) $ 1251 §627.7

Net cash used in investing activities ... ... ... i 0.9) (125.00 (473.7)

Net cash provided by financing activities . . .. ... .. ... oo — — 600.0
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Net cash provided by operating activities was $2,278.5 million, $2,126.2 million and $2,031.5 miliion for the years
ended December 31, 2006, 2005, and 2004, respectively. The increase in cash provided by operating activities in 2006
compared to 2005 was primarily related to the payment in 2005 of an IRS deficiency related to the examination for
1999 - 2001. Also contributing to the increase in cash provided by operating activities was an increase in proceeds in the
net mortgage loans held for sale activity, due to the transition of our CMBS platform from Principal Commercial
Funding I to a newly created entity, Principal Commercial Funding IT, which is accounted for under the equity method of
accounting. The increase in cash provided by operating activities in 2005 compared to 2004 is due to an increase in
premiums and fees and other revenues received. This increase is partially offset by increased taxes paid in 2003, largely
due to the 2005 payment of an Internal Revenue Service deficiency related to the examination for 1999-2001.

Net cash used in investing activities was $3,912.9 million, $1,483.7 million and $3,184.6 million for the years ended
December 31, 2006, 2005, and 2004, respectively. The increase in cash used in investing activities in 2006 compared to
2005 was primarily due to a decrease in sales and fewer maturities of available-for-sales securities, partially offset by a
decrease in purchases of available-for-sale securities. Also contributing to the increase was an increase in mortgage loans
acquired and a decrease in mortgage loans sold. The acquisition of WM Advisors in the fourth quarter of 20006 also
contributed to the increase in cash used in investing activities. The decrease in cash used in 2005 for investing activities
compared to 2004 is primarily due to a decrease in the net acquisitions of available-for-sale securities and mortgage loans.
Offsetting this was the sale of subsidiaries, including the sale of Principal Residential Mortgage, Inc. to
CitiMortgage, Inc., in 2004, with no corresponding activity in 2005.

Net cash provided by financing activities was $1,585. 9 million, $546.2 million and $414 1'million for the years ended
December 31, 2006, 2005, and 2004, respectively. The increase in cash provided by financing activities in 2006 compared
to 2005 was primarily due to the issuance of $600.0 million of senior notes from our shelf registration in the fourth
quarter of 2006 in addition to an increase in net deposits of investment contracts and a decrease in treasury stock
acquisitions in 2006 compared to 2005. Offsetting these increases in cash provided were repayments of short-term
borrowings, as well as the preferred stock issuance in 2005, with no corresponding activity in 2006. The increase in cash
provided by financing activities in 2005 compared to 2004 was primarily due to a preferred stock issuance in 2005,
increases in short term borrowing as well as a reduction in long term debt repayments in 2005, These increases were
partially offset by a decrease in net deposits of investment contracts, an increase in treasury stock acquisitions and the
accelerated stock repurchase settlement.

Given the historical cash flow of our subsidiaries and the financial results of these subsidiaries, we belicve the cash
flow from our consolidated operating activities over the next year will provide sufficient liquidity for our operations, as
well as satisfy interest payments and any paymenis related to debt servicing:

Impacts of Income Taxes

The Internal Revenue Service (the “Service”} has completed examinations of the U.S. consolidated federal income
tax returns for 2003 and prior years. The Service's completion of the examinations for the years 1999 - 2001 resulted in
notices of deficiency dated December 29, 2004, and March 1, 2005. We paid the deficiencies (approximately
$444.0 million for 1999 and 2000, and $1.3 million for 2001, including interest) in the first quarter of 2005 and have filed,
or will file, claims for refund relating to the disputed adjustments. The examination for the years 2002 and 2003 resulted
in a refund of approximately $176.7 million (including interest) of which $161.5 million related to deficiencies previously
paid as a result of the 1999-2001 cxamination. We believe that we have adequate defenses against, or sufficient provisions
for, the contested issues, but final resolution 'of the contested issues could take several years while legal remedies are
pursued. Consequently, we do not expect the ultimate resolution of issues in tax years 1999 - 2003 to have a material
impact on our net income. Similarly, we believe there are adequate defenses against, or sufficient provisions for, any
challenges that might arise in tax years subsequent to 2003.

On October 22, 2004, the American Jobs Creation Act of 2004 (the “Act”) was signed into law. The Act included a
repatriation provision granting 1J.S. corporations a special deduction of 85% of certain qualifying dividends from their
foreign subsidiaries. A company could elect to apply this provision to qualifying earnings that were repatriated in its 2005
tax year. Pursuant -to the Act, we implemented two domestic reinvestment plans in 2005. In accordance with the
provisions of the Internal Revenue Code, we elected an 85% dividend received deduction on eligible cash dividends
totaling $28.8 million.

Ratio of Earnings to Fixed Charges

The ratio of earnings to fixed charges is a measure of our ability to cover fixed costs with current period earnings. A
high ratio indicates that earnings are sufficiently covering commlttcd expenses. The following table sets forth, for the
years indicated, our ratios of:

= garnings to fixed charges before interest credited on investment products; and

+ carnings to fixed charges.
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For the year ended December 31,
2006 2005 2004 2003 2002

Ratio of earnings to fixed charges before interest credited on investment

PrOAUCES . .o oe i e S 1020111 95 75 45
Ratio of earnings to fixed charges .. ... .. e [ 22 21 20 19 14

We calculate the ratio of “earnings to fixed charges before interest credited on investment products” by dividing the
sum of income from continuing operations before income taxes (BT), interest expense (I), interest factor of rental
expense (IF) less undistributed income from equity investees (E) by the sum of interest expense (I}, interest factor of
rental expense (IF), preferred stock dividends by the registrant (PD) and. dividends on majority-owned subsidiary
redeemable preferred securities (non-intercompany) (D). The formula for this ratio is: (BT+I+IF-EY{I+IF+PD+D),

We calculate the ratio of “earnings to fixed charges” by dividing the sum of income from continuing operations
before income taxes (BT), interest expense (1), interest factor of rental expense (IF) less undistributed income from
equity investees (E) and the addition of interest credited on investment products (IC) by interest expense (1), interest
factor of rental expense (IF), preférred stock dividends by the registrant (PD), dividends on majority-owned subsidiary
redeemable preferred securities (non-intercompany) (D) and interest credited on investment products (IC). The formula
for this ratio is: (BT+I+IF-E+IC)/(I+IF+PD+D+IC). “Interest credited on investment products” includes interest
paid on guaranteed investment contracts, funding agreements and other investment-only pension products. Similar to
debt, these products have a total fixed return and a fixed maturity date.

Contractual Obligations and Commercial Commitments

The following table presents payments due by period for long-term contractual obligations as of December 31, 2006:

Payments due in year ending

: Total . ' 2012 and
Contractual Obligations(1) Payments 2007 2008- 2009 2010- 2011 thereafter
(in millions} .
Contractholder funds(2) .................... $ 57,615.5 $ 8,653.1 $12,054.9 $ 8,661.3 $28,246.2
Future policy benefits and claims(3} ....... e 38,503.6 19452 3,231.3 3,126.5 30,2006
Long-termdebt(4) ............... ... ... ... ) 1,553.8 143.5 94.8 578.7 736.8
Certificates of deposit(5)............ ... PR | 870.9 430.6 376.2 60.0 4.1
Other long-term liabilities(6) . . . ... ........ ... 674.2 4571 — —_ 217.1
Capital leases . . . ..., ... oo 17.9 0.9 2.1 2.3 12.6
Long-term debt interest . ...... e 1,624.9 104.2 1848 164.9 1,§71.0
Operating leases(7) . .......... . 215.5 56.4 - 851 43.8 30.2
Purchase obligations(8)........... e 739.3 707.2 231 9.0 w—
Total contractual obligations .. ............... $101,815.6 $12,498.2 $16,052.3 $12,646.5 $60,618.6

(1) Excludes short-term liabilities, other policyholder funds, taxes and short-term debt as these are not long-term
and/or not contractual in nature. Also excludes obligations under our pension and other postretirement
benefit plans as benefit payments will be made under a funded plan and will not require company
contributions or payments within a five-year period. In addition, separate account liabilities are excluded.
Separate account liabilities represent the fair market value of funds that are separately administered by the
Company. Generally, the separate account contract owner, rather than the Company, bears the investment risk
of these.funds. The separate account liabilities are legally segregated and are not subject to claims that arise
out of any other business of the Company. Net déposits, net investment income and realized and unrealized
capital gains and losses on the separate accounts are not reflected in the consolidated statement of operations.
The separate account obligations will be fully funded by cash flows from the separate account assets.

(2) Includes GICs, funding agreements (described below), individual fixed annuities, universal life insurance, and
other investment-type contracts.

Our guaranteed investment contracts and funding agreements contain provisions limiting early surrenders,
which typically include penalties for early surrenders, minimum notice requirements or, in the case of funding
agreements with survivor options, minimum pre-death holding periods and specific maximum amounts.

Funding agreements include those issued .directly to nonqualified institutional investors, as well as to three
separate programs where the funding agreements have been issued directly or indirectly to unconsolidated special
purpose entities. Claims for principal and interest under funding agreements are afforded equal priority to claims of
life insurance and annuity policyholders under insolvency provisions of Iowa Insurance Laws.
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(3)

(4)

We are authorized to issue up to $4.0 billion of funding agreements under a program established in 1998 to
support the prospective issuance of medium term notes by an unaffiliated entity in non-U.S. markets. As of
December 31, 2006 and 2005, $3,770.4 million and $3,203.6 million, respectively, of liabilitics are being held with
respect to the issuance outstanding under this program. We do not anticipate any new issuance activity under this
program as we are authorized to issue up to Euro 4.0 billion (approximately USD$5.3 billion) of funding agreements
under a program established in 2006 to support the prospective issuance of medium term notes by an unaffiliated
entity in non-U.S. markets. The unaffiliated entity is an unconsolidated special purpose vehicle. As of December 31,
2006, $474.1 million of liabilities arc outstanding with respect to the issuance outstanding under this new program.

In addition, we are authorized to issue up to $7.0 billion of funding agreements under a prograrm established in
2001 to support the prospective issuance of medium term notes by an unaffiliated entity in both domestic and
international markets. As of December 31, 2006 and 2005, $3,747.9 million and $4,744.5 million, respectively, of
liabilities were being held with respect to the issuance outstanding under this program. We do not anticipate any new
issuance activity under this program, given our December 2005 termination of the dealership agreement for this
program and the availability of the SEC-registered program described in the following paragraph.

We are authorized to issue up to $4.0 billion of funding agreements under a program established in March 2004
to support the prospective issuance of medium term notes by unaffiliated entities in both domestic and international
markets. In recognition of the usc of nearly all $4.0 billion of initial issuance authorization, the program was
amended in February 2006 to authorize issuance of up to an additional $5.0 billion. Under this program, both the
notes and the supporting funding agreements are registered with the SEC. As of December 31, 2006 and 2005,
$5,83t.4 million and $3,667.9 million, respectively, of labilities are being held with respect to the issuance
outstanding under this program. In contrast with direct funding agreements, GIC issuances and the other two
funding agreement-backed medium term note programs described above, Principal Lif¢’s payment obligations on
each funding agreement issued under this SEC-rcgistered program are guaranteed by Principal Financial
Group, Inc.

Amounts included in the contractholder funds line item reflect estimated cash payments to be made to
policyholders. The sum of the cash outflows shown for all years in the table exceeds the corresponding liability
amount included in our consolidated financial statements as of December 31, 2006. The liability amount in our
consolidated financial statements reflects estimated cash payments to policyholders, assumptions with regard to the
timing of cash payments and discounting for interest.

Amounts included in the future policy benefits and claims line item reflect estimated cash payments to be made to
policyholders, The sum of the cash outflows shown for all years in the tabic excceds the corresponding liability
amount inctuded in our consolidated financial statements as of December 31,2006. The liability amount in our
consolidated financial statements reflects estimated cash payments to policyhelders, reductions for expected future
premiums, assumptions with regard to the timing of cash payments and discounting for interest.

The following are included in long-tcrm debt:

On October 16 and December 5, 2006, we issued $500.0 million and $100.0 million, respectively, of senior notes
from our shelf registration, which was filed with the SEC in December 2003. The notes will bear interest at a rate of
6.05% per vear. Interest on the notes is payable semi-annually on April 15 and October 15, beginning on April 15,
2007. The notes will mature on October 15, 2036. A portion of the procecds was used to fund the acquisition of WM
Advisors, Inc., with the remaining procceds being used for general corporate purposes.

On November 3, 2005, Principal International de Chile 8.A., a wholly owned indirect subsidiary, entered into
long-term borrowing agreements with two Chilean banks in the amount of US $93.9 million. This debt is
denominated in Unidades de Formento {(“UF”), a Chilean inflation-indexed, peso-denominated monetary unit. Of
this amount, US $49.0 million of UF +4.59% notes and US $44.9 million of UF +4.93% notes mature on
November 3, 2011, Interest on the notes is payable semi-annually on May 3 and November 3 each year. The debt
outstanding and interest expense will vary due 1o fluctuations in the Chilean peso to US dollar exchange rates and
Chilean inflation. '

On August 25, 1999, Principal Financial Group (Australia) Holdings Pty. Limited, a wholly owned indirect
subsidiary, issued $6635.0 million of unsecured redeemable long-term debt. Of this amount, $200.0 million of 7.95%
notes maturcd on August 15, 2004, with the remaining $463.0 million in 8.2% notes due August 15, 2009. On
December 28, 2001, all of the long-term debt obligations of Principal Financial Group (Australia) Holdings Pty.
Limited were assumed by its parent, Principal Financial Services, Inc.

On March 10, 1994, Principal Life issued $100.0 million of surplus notes due March 1, 2044, at an 8% annual
interest rate. None of our affiliates hold any portion of the notes. Each payment of interest and principal on the
notes, however, may be made only with the prior approval of the Commissioner and only to the extent that Principal
Life has sufficient surplus earnings to make such payments.
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Subject to Commissioner approval, the notes due March 1, 2044, may be redeemed at Principal Life’s clection
on or after March 1, 2014, in whole or in part at a redemption price of approximately 102.3% of par. The
approximate 2.3% premium is scheduled to gradually diminish over the following ten years. These notes may be
redeemed on or after March 1, 2024, at a redemption price of 100% of the principal amount plus interest accrued to
the date of redemption.

Long-term debt also includes $298.0 million of mortgages and other notes payable related to real estate
developments. We, including certain subsidiaries, had $135.0 million in credit facilities as of December 31, 2006, with
various financial institutions, in addition to obtaining loans with various lenders to finance these developments.
Outstanding principal balances as of December 31, 2006, range from $0.3 million te $96.2 million per development
with interest ratcs generally ranging from 5.5% to 8.6%. Outstanding principal balances as of December 31, 2005,
range from $0.3 million to $97.5 million per development with interest rates generally ranging from 5.5% to 8.6%.
Outstanding debt is secured by the underlying real estate properties, which were reported as real estate on our
consolidated statements of financial position with a carrying value of $246.2 million and $284.1 million as of
December 31, 2006 and 2003, respectively.

In addition to the mortgages and notes payable noted above, we assumed a long-term debt obligation with the
purchase of WM Advisors, Inc. As part of the purchase, we will be bound by a class B share financing agreement
previously entered into by WM Advisors, Inc. and a third party, which was assigned a value of $86.9 million at
purchase. Load mutual fund shares sold without a front end load are referred to as “B shares”. In exchange for
paying the selling commission, the company receives fees in the future to recover the up-front commission cost
incurred, Prior to our purchase, WM Advisors, Inc. had entered into a purchasc and sale agreement whereby the
third party would purchase the rights to future cash flow streams in exchange for funding the sales commissions. The
fair value of these relinquished fees is reported as a long-term debt liability. There will be no additional sales under
this agreement following the effective date of the purchase. Therefore, this liability will be extinguished within eight
years, which equates to the contractual term in which the fund can recover fees to cover the upfront commission
costs.

Amounts included in the certificates of deposit line item refiect estimated cash payments to be made, including
expected interest payments. Certificates of deposits are reported as other liabilities on our consolidated statement of
financial position.

Other long-term liabilities include other liabilities reflected in the consolidated statement of financial position that
are contractual, non-cancelable and long-term in nature. This line item excludes accruals and short-term items in the
amount of $3,209.4 million.

As a lessee, we lease office space, data processing equipment and office furniture and equipment under various
operating leases.

Purchase obligations include material contracts where we have a non-cancelable commitment to purchase goods and
services in addition to commitments to originate loans and purchase investments.

Contractual Commitments

In conneciion with our banking business, we make additional commitments to extend credit, which are agrcements

to lend to a customer as long as there is no violation of any conditions established in the contract. Commitments generally
have fixed expiration dates or other termination clauses and may require payment of a fee. A majority of these
commitments arc lines of credit and are expected to expire without being drawn upon. Therefore, the total commitment
amounts do not necessarily represent future cash funding requirements. We evaluate each customer’s creditworthiness on
a case-by-casc basis. The total commitments to fund loans were $135.7 million as of December 31, 2006.

Short-Term Debt

The components of short-term debt as of December 31, 2006 and 2005 are as follows:

December 31,

2006 2005

. (in millions)
Commercial PAPEL . . . .o v e $ — 8$3499
Other recourse short-term debt . .. . . . . o e 231 55.1
Non-recourse short-term debt _ . . ... .. o e ﬂ 71.4

Total short-term debt . . o o . o e e e e e $84.1 $4704

As of December 31, 2006, we had credit facilities with various financial institutions in an aggregate amount of

$887.7 million. As of December 31, 2006 and 2005, we had $84.1 million and $476.4 million of outstanding borrowings
related to our credit facilities, with $74.5 million and $110.6 million of assets pledged as support, respectively. Assets
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pledged consisted primarily of commercial mortgages and securities. Our credit facilities also include a $600.0 million
back-stop facility to provide 100% support for our commercial paper program, of which there were no outstanding
balances as of December 31, 2006.

The weighted-average interest rates on short-term borrowings as of December 31, 2006 and 2005, were 5.6% and
4.5% respectively.

Off-Balance Sheet Arrangements

Variable Interest Entities. 'We have relationships with various types of special purpose entities and other entities where
we have a variable interest as described in “Notes to Consolidated Financial Statements, Notc 5 Variable Interest
Entities.” We do not have a direct or contingent obligation related to our unconsolidated variabie interest entities other
than described below.

Synthetic Fuel Production Facility. In June 2004, we acquired a significant variable interest in a coal-based synthetic
fuel production facility where we are not the primary beneficiary. Our minority ownership interest was acquired in
exchange for consideration of $37.0 million, which is primarily comprised of a non-recourse note payable for
$36.0 million, as well as a commitment to fund our pro-rata sharc of the operations. We have also agreed to make
additional payments to the seller based on our pro-rata allocation of the tax credits generated by the facility. The
synthetic fuel produced at the facility through 2007 qualifies for tax credits pursuant to the provisions of the Internal
Revenue Code (currently credits are not available for fuel produced after 2007). Our obligation to support the entity’s
future operations is, therefore, limited to the tax benefit we expect to receive.

Retained Interests in Securitized Assets. We, along with other contributors, sell commercial mortgage loans in
securitization transactions to trusts. As these trusts are classified as a qualifying special purpose entity, they are not
subject to the VIE consolidation rules. We may retain interests in the securitization transaction. At December 31, 2006
and 2005, the fair values of retained interests related to the securitizations of commercial mortgage loans were
$345.3 miilion and $321.0 million, respectively. The investors and the securitization entitics have no recourse to our assets
for failure of debtors to pay when due. The value of our retained interests is subject primarily to credit risk.

Guarantees and Indemnifications. 1n the normal course of business, we have provided guarantees to third parties
primarily related to a former subsidiary, joint ventures and industrial revenue bonds. These agreements generally expire
through 2019. The maximum exposurc under these agreements as of December 31, 2006, was approximately
$180.0 million; however, we believe the likelthood is remote that material payments will be required and therefore have
not accrued for a liability on our consolidated statements of financial position. Should we be required to perform under
these guarantees, we generally could recover a portion of the loss from third partics through recourse provisions included
in agreements with such parties, the sale of assets held as collateral that can be liquidated in the event that performance
is required under the guarantees or other recourse generally available to us. Therefore, such guarantees would not result
in a material adverse effect on our business or financial position. It is possible that such outcomes couid materially affect
net income in a particular quarter or annual period. The fair value of such guarantees is not material.

We are also subject to various other indemnification obligations issued in conjunction with certain transactions,
primarily the sale of Principal Residential Mortgage, Inc. and other divestitures, acquisitions and financing transactions
whose terms range in duration and often are not explicitly defined. Certain portions of these indemnifications may be
capped, while other portions are not subject to such limitations; therefore, the overall maximum amount of the obligation
under the indemnifications cannot be reasonably estimated. While we are unable to estimate with certainty the ultimate
legal and financial liability with respect to these indemnifications, we believe the likelihood is remote that material
payments would be required under such indemnifications and therefore such indemnifications would not result in a
material adverse effect on our business or financial position. It is possible that such outcomes could materially affect net
income in a particular quarter or annual period. The fair value of such indemnifications was determined to be
insignificant.

Investments

We had total consolidated assets as of December 31, 2006, of $143.7 billion, of which $60.3 billion were invested
assets. The rest of our total consolidated assets are comprised primarily of separate account assets for which we do not
bear investment risk. Because we generally do not bear any investment risk on assets held in separate accounts, the
discussion and financial information below does not include such assets. Of our invested assets, $57.0 billion were held by
our U.S. operations and the remaining $3.3 billion were held by our International Asset Management and Accumulation
segment.

U.S. Investment Operations

Our U.S. invested assets are managed by Principal Global Investors, a subsidiary of Principal Life. Our primary
investment objective is to maximize after-tax returns consistent with acceptable risk parameters. We seek to protect
policyholders’ benefits by optimizing the risk/return relationship on an ongoing basis, through asset/liability matching,
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reducing the credit risk, avoiding high levels of investments that may be redeemed by the issuer, maintaining sufficiently
liquid investments-and avoiding undue asset concentrations through diversification. We arc cxposed to threc primary
sources of investment risk:

« credit risk, relating to the uncertainty associated with the continued ability of a given obligor to make timely
payments of principal and interest;

* interest rate risk, relating to thc market price and/or cash flow variability associated with changes in market yield
curves; and

* cquity risk, relating to adverse fluctuations in a particular common stock.

Our ability to manage credit risk is essential to our business and our profitability. We devote considerable resources
to the credit analysis of each new investment. We manage credit risk through industry, issuer and asset class
diversification. Qur Investment Committee, appointed by our Board of Directors, is responsible for establishing all
investment policies and approving or authorizing all investments, except the Executive Committee of the Board must
approve any investment transaction exceeding $500.0 million. As of December 31, 2006, there are ten members on the
Investment Committee, two of whom are members of our Board of Dircctors. The remaining members are senior
management members representing various areas of our company.

We also seck to reduce call or prepayment risk arising from changes in interest rates in individual investments. We
limit our exposure to investments that arc prepayable without penalty prior to maturity at the option of the issuer, and we
require additional yield on these investments to compensate for the risk that the issuer will exercise such option. We
assess option risk in all investments we make and, when we take that risk, we price for it accordingly.

Our Fixed Income Securities Committee, consisting of fixed income securities senior management members,
approves the credit rating for the fixed maturity sceurities we purchase. Teams of security analysts organized by industry
focus cither on the public or private markets and analyze and monitor these investments. In addition, we have teams who
specialize in residential mortgage-backed securities, commercial mortgage-backed sccurities, asset-backed securities, and
public below investment grade securities. We establish a credit reviewed list of approved public issuers to provide an
efficient way for our portfolio managers to purchase liquid bonds for which credit review has already been completed.
Issuers remain on the list for one year unless removed by our analysts. Our analysts monitor issucrs on the list on a
continuous basis with a formal review documented annually or more frequently if material events affect the issuer. The
analysis includes both fundamental and technical factors. The fundamental analysis encompasses both quantitative and
qualitative analysis of the issuer.

- The qualitative analysis includes an assessment of both accounting and management aggressiveness. In addition,
technical indicators such as stock price volatility and credit default swap levels are monitored.

Our Fixed Income Securities Committee also reviews private transactions on a continuous basis to assess the quality
ratings of our privately placed mvestments. We regularly review our investments to determine whether we should re-rate
them, employing the following criteria:

» material declines in the issuer’s revenues or margins;

* significant management or organizational changes;

¢ significant uncertainty regarding the issuer’s industry;

» debt service coverage or cash flow ratios that fall below industry-specific thrcsholds;'
« viplation of financial covenants; and

* other business factors that relate to the issuer.

A dedicated risk management team is responsiblc for centralized monitoring of the commercial mortgage portfolio.
We apply a varicty of strategies to minimize credit risk in our commercial mortgage loan portfolio. When considering the
origination of new commercial mortgage loans, we review the cash flow fundamentals of the property, make a physical
assessment of the underlying security, conduct a comprehensive market analysis and compare against industry lending
practices. We usc a proprictary risk rating model to evaluate all new and a majority of existing loans within the portfolio.
The proprietary risk model is designed to stress projected cash flows under simulated economic and market downturns.
Our lending guidelines are designed to encourage 75% or less loan-to-value ratios and a debt service coverage ratio of at
least 1.2 times. We analyze investments outside of these guidelines based on cash flow quality, tenancy and other factors.
The weighted average loan-to-value ratio at origination for brick and mortar commercial mortgages in our portfolio was
67% and the debt service coverage ratio at loan inception was 1.7 times as of December 31, 2006.

We have limited exposure to equity risk in our common stock portfolio. Equity sceurities accounted for only 1% of
our U.S, invested assets as of December 31, 2006,

Our investment decisions and objectives are a function of the underlying risks and product profiles of each primary
business operation. In addition, we diversify our product portfolio offerings to include products that contain features that
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will protect us against fluctuations in interest rates. Those features include adjustable crediting rates, policy surrender
charges and market value adjustments on liquidations. For further information on our management of interest rate risk,
sce “Quantitative and Qualitative Disclosures about Market Risk”.

Overall Composition of U.S. Invested Assets

U.S. invested assets as of December 31, 2006, were predominantly of high quality and broadly diversified across asset
class, individual credit, industry and geographic location. Asset allocation is determined based on cash flow and the risk/
return requirements of our products. As shown in the following table, the major categories of U.S, invested assets are
fixed maturity securities and commercial morigages. The remainder is invested in real estate, residential mortgage loans,
equity securities and other assets. In addition, policy loans are included in our invested assets. The following discussion
analyzes the composition of U.S. invested assets, but excludes invested assets of the participating separate accounts.

U.S. Invested Assets

December 31, 2006 December 31, 2005
Carrying Amount % of Total  Carrying Amount % of Total

(% in millions)
Fixed maturity securities:

Public .............. S $28,772.4 51% $27,826.3 51%

PriVatE . o . e e e 13,6514 24 12,289.4 23
Equity sceurities . ... ... ... . o 795.7 1 764.0 2
Mortgage loans:

Commercial .. ... . e e e 10,090.3 18 9,890.7 18

Residential . . .. ... ... it 1,051.6 2 1,088.5 2
Real estate held forsale . . . ... ... ... ... ... ..., 118.2 —_ 133.8 —
Real estate held forinvestment . . . ... ............. 736.6 1 754.6 1
Policyloans . . ... . ... .. ... ... o i 850.7 1 827.7 2
Other iNVESIMENIS . . . .0t e e et e e et 972.6 2 755.3 1

Total invested assets ... ... e e e e 57,039.5 100% 54,3303 100%
Cash and cash equivalents . ..................... 1,535.8 1,583.1

Total invested assets and cash . . ... ... ... ...... $58,575.3 $55,913.4

U.S. Investment Results

The following tables present the yield and investment income, excluding net realized/unrealized gains and losses for
our U.S, invested assets. The annualized yield on U.S. invested assets and on cash and cash equivalents was 5.9% for the
year ended December 31, 2006, compared to 5.7% for the year ended December 31, 2005. We calculate annualized yields
using a simplc average of asset classes at the beginning and end of the reporting period.
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: ' U.S. Invested Assets '
Investment Income Yields by Asset Type-

For the year ended December 31,
2006 2005
Yield Amount Yield . Amount
(% in millions)

Fixed maturity securities .. ...... ... . i e 6.0% $2,4783 5.8% $2,302.5

Equity securities. . . . . A, e e e e e s S | 551 6.5 48.5
Mortgage loans — COMMETCIAL & . &\ v v et e e e ... 65 6533 6.7 671.7
Mortgage loans — residential . ;. ... .............. e ce... 51 549 4.7 51.9
Real B51A1E . . . oottt t it e 74 64.7 7.0 64.0
Policy oans . . ... .. e e 6.1 509 6.1 50.3
Cash and cash equivalents . . ... ... ... . ... .. i i 4.1 643 3.3 321
Other INVESIMENTS . . ... ..\ttt i e et ean i et iiina e e 8.9 764 24 25.0

Total before investment expenses. . . ....... [P 61 34979 59 32460
INVeStMENE EXPENSES . . v v v v vt e e e e ae i e et e 0.2 1322 0.2 133.6

Net investment income . . ..o ... ..o eunnnnn.. e 5.9% $3,365.7 5.7% $3,1124

Fixed Maturity Securities

Fixed maturity securities consist of short-term investments, publicly traded debt securities, privately placed debt
securities and. redeemable preferred stock, and represented 75% and 74% of total US. invested assets as of
December 31, 2006 and December 31, 2005, respectively. The fixed maturity securities portfolio was comprised, based on
carrying amount, of 68% in publicly traded fixed maturity securities and 32% in privately placed fixed maturity securities
as of December 31, 2006 and 69% in publicly traded fixed maturity securities and 31% in ptivately placed fixed maturity
securities as of December 31, 2005. Included in the privately placed category as of December 31, 2006, and December 31,
2005, were $7.6 billion and $6.7 billion, respectively, of securities eligible for resale to qualified institutional buyers under
Rule 144A under the Securities Act of 1933. Fixed maturity securities were diversified by category of issuer as of ~
December 31, 2006, and December 31, 2005, as shown in the following table:

U.S. Invested Assets
Fixed Maturity Securities by Type of Issuer

December 31, 2006 December 31, 2005
Carrying Amount % of Total Carrying Amount % of Total

($ in millions}

U.S. Government and agencies ... ...... S $ 5516 1% $ 5555 1%

States and political subdivisions.". . . . . . 1,663.5 4 1,283:.4 3
Non-US. governments ... ............ ... 420.7 1 463.0 1
Corporate —public .. .................. 19,791.1 47 19,590.8 49
Corporate — private. . ... ..o ee o 10,596.5 25 9,901.5 25
Residential pass-through securities. .. .... ... 1,557.6 4 1,526.0 4
Commercial mortgage-backed securities . .. ... 4,499.6 11 4,118.6 10
Residential collateralized mortgage obligations . 940.4 2 752.5 2
Assct-backed securities . ... ... .. ..o L 2,402.8 5 1,924.4 5
Total fixed maturities . . ... ..ot $42,423.8 100% $40,115.7 100%

We held $9,4004 million of mortgage-backed and asset-backed securities as of December 31, 2006, and
$8,321.5 million as of December 31, 2005.

We believe that it is desirable to hold residential mortgage-backed pass-through securities due to their credit quality
and liquidity as well as portfolio diversification characteristics. Our portfolio is comprised of GNMA, FNMA and
FHLMC pass-through securities. In addition, our residential collateralized mortgage obligation portfolio offers structural
features that allow cash flows to be matched to our liabilities.

Commercial mortgage-backed securitics provide high levels of credit protection, diversification, reduced event risk
and enhanced liquidity. Commercial mortgage-backed securities are predominantly comprised of rated large pool
securitizations that are individually and collectively diverse by property type, borrower and geographic dispersion.
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We purchasc assct-backed securities (“ABS”) to diversify the overall credit risks of the fixed maturity sccurities
portfolio and 10 provide auractive returns. The principal risks in holding asset-backed securities are structural and credit
risks. Structural risks include the security’s priority in the issuer’s capital structure, the adequacy of and ability to realize
proceeds from the collateral and the potential for prepayments. Credit risks involve issuer/servicer risk where collateral
values can become impaired in the event of servicer credit deterioration.

Our ABS portfolio is diversified both by type of asset and by issuer. We actively monitor holdings of asset-backed
securities to ensure that the risk profile of each security improves or remains consistent. Prepayments in the ABS
portfolio are, in general, insensitive to changes in interest rates or are insulated to such changes by call protection
features. In the event that we are subject Lo prepayment risk, we monitor the factors that impact the level of prepayment
and prepayment speed for those asset-backed securities. In addition, we diversify the risks of assct-backed securities by
holding a diverse class of sccurities, which limits our exposure to any one security.

The international exposure in our U.S. fixed maturity sccuritics totaled $8;691.4 million, or 20% of total fixed
maturity sccuritics, as of December 31, 2006, comprised of corporate and foreign government fixed maturity securities.
Of the $8,691.4 million as of December 31, 2006, investments totaled $2,383.1 million in the United Kingdom,
$2.232.2 million in the continental European Union, $1,007.4 million in Asia, $827.8 million in Australia, $615.3 million
in South America, $401.0 miilion in Mexico and $59 0 miliion in Japan. The remaining $1,165.6 million is invested in 17
other countries. All international fixed maturity securities held by our U.S. operations are either denominated in U.S.
dollars or have been swapped into U.S. dollar equivalents. Qur international investments are analyzed internally by
country and industry credit investment professionals. We control concentrations using issuer and country level cxposure
benchmarks, which are based on the credit quality of the issuer and the country. Our investment policy limits total
international fixed maturity securities investments to 18% of total statutory general account assets with a 4% limit in
emerging markets. Exposure to Canada is not included in our international exposure. As of December 31, 2006, our
investments in Canada totaled $1,451.6 million.

The following tables present the amortized cost of our top ten exposufés including approved counterparty exposure
limits as of December 31, 2006, and December 31, 2005,

Drecember 31, 2006
© Amortized Cost
{in millions)

HSBC Holdings PLC(1). . .. .......... e $ 387.1

American International Group Inc. (2) .................................. 329.5
Bank of America Corp.(2) . . .. ... e e 3283
MBIA Inc.(3) ... e L. 3115
AT&T Inc. . ... .. o e e e 2729
JP Morgan Chase & Co.(2) ... ..o i 271.7
Royal Bank of Scotland Group PLC(2) . . ...... ... ... ... fe e 255.6
Deutsche Bank AG(2) .. ... .. e e 255.0
General Electric Co .. ... e 239.2
ABN AMRO Holding NV(2)....... e e 229.6
CTotal tOp ten eXPOSUIES . . oot i ittt e $2,880.4

(1) Includes a $238.0 million investment classified as an equity security for U.S. GAAF. The investment issuer

 engages in managing investment grade third party bond investments and HSBC paper. All non-HSBC paper
has the ultimate benefit of price support protection provided by HSBC Bank, PLC. Since Principal Life
Insurance Company has the senior priority in the issuer, we believe many third party bonds could be liquidated
to satisty our claim. While we calculate our exposure on a gross basis, the value we attribute to the underlying
collateral is $125.0 million,

(2) Includes approved counterparty limit. The actual and the stressed potential exposures are less than the
approved limit.

(3) MBIA Inc. exposure is predominately comprised of the guarantee of underlying securities that are rated “A-”
equivalent or better by the rating agencies on a stand alone basis. The MBIA wrap guarantees performance in
the event of default of the underlying securities bringing the combined rating to AAA.
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Diecember 31, 2005
Amortized Cost

(in millions)

HSBC Holdings PLC(1). . .. ... e $ 3816
Bank of America Corp.(2) . ... .. L e 3325
American International Group Inc.(2) ........... ... i 330.7
JP Morgan Chase & Co.(2) .. ..o 3163
Royal Bank of Scotland Group PLC(2). .. ... ... .. ... . .. 315.6
MBIA INC(3) .t 311.6
General Electric Co . ... . 0 i e e e 247.5
Citigroup INC2) « o o o oo e e e e 235.0
Banco Santander Central Hispano SA . ... ... ... ... . oo 2274
AT&T INC. o ot i e e 2199

Total tOp teN EXPOSUTES . . . v vt v vt et i e e $2,918.1

(1) Includes a $238.2 million investment classified as an equity security for U.S. GAAP. The investment issuer
engages in managing investment grade third party bond investments and HSBC paper. All non-HSBC paper
has the ultimate benefit of price support protection provided by HSBC Bank, PLC. Since Principal Life
Insurance Company has senior priority in the issuer, we believe many third party bonds could be liquidated to
satisfy our claim. While we calculate our exposure on a gross basis, the value we attribute to the underlying
collateral is $125.0 miilion.

(2) Includes approved counterparty limit. The actual and the stressed potential exposures are less than the
approved limit.

(3) MBIA Inc. exposure is predominately comprised of the guarantee of underlying securities which are rated “A-"
equivalent or better by the rating agencies on a stand alone basis. The MBIA wrap guarantees performance in
the event of a default of the underlying securities bringing the combined rating to AAA.

Our top ten exposures were rated an “A” equivalent or better by the rating agencies as of December 31, 2006 and
2005, As of December 31, 2006 and 2005, no individual non-government issuer represented more than 1% of U.S.
invested assets.

Valuation techniques for the fixed maturity securities portfolio vary by security type and the availability of market
data. Pricing models and their underlying assumptions impact the amount and timing of unrealized gains and losses
recognized, and the use of different pricing models or assumptions could produce different financial results. Interactive
Data Corporation (“IDC”) or direct broker quotes are our sources for external prices for our public bonds and those
private placement securities that are actively traded in the secondary market. In cases where quoted market prices are not
available, a matrix pricing valuation approach is used. Securities are grouped into pricing categories that vary by asset
class, sector, rating, and average life. Each pricing category is assigned a risk spread based on studies of observable public
market data or market clearing data from the investment professionals assigned to specific security classes. The expected
cash flows of the security are then discounted back at the current Treasury curve plus the appropriate risk spread.
Although the matrix valuation approach provides a fair valuation of each pricing category, the valuation of an individuat
security within each pricing category may actually be impacted by company specific factors. Certain market events that
could impact the valuation of securities include issuer credit ratings, business climate, management changes, litigation,
and government actions among others. The resulting prices are then reviewed by pricing analysts. All loans placed on the
“watch list” are valued individually by the investment analysts or the analysts that focus on troubled securities {“Workout
Group”). Although we believe our estimates reasonably reflect the fair value of those securities, the key assumptions
about risk premiums, performance of underlying collateral (if any) and other factors involve significant assumptions and
may not reflect those of an active market. To the extent that bonds have longer maturity dates, management’s estimate of
fair value may involve greater subjectivity since they involve judgment about events well into the future. Every month,
there is a comprehensive review of all impaired securities and problem loans by a group consisting of the Chief
Investment Officer, the Portfolio Managers, and the Workout Group. The valuation of impaired bonds for which there is
no quoted price is typically based on the present value of the future cash flows expected to be received. If the company is
likely 1o continue operations, the estimate of future cash flows is typically based on the expected operating cash flows of
the company that are available to make payments of the bonds. If the company is likely to liquidate, the estimate of
future cash flows is based on an estimate of the liquidation value of its net assets.

The Securitics Valuation Office (“SV0Q”) of the National Association of Insurance Commissioners (“NAIC”)
evaluates most of the fixed maturity securities that we and other U.S. insurance companies hold. The SVO evaluates the
bond investments of insurers for regulatory reporting purposes and assigns securities to one of six investment categories.
The NAIC designations closcly mirror the nationally recognized securities rating organizations’ credit ratings for
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marketable bonds. NAIC designations | and 2 include bonds considered investment grade by such rating organizations.
Bonds arc considered investment grade when rated “Baa3” or higher by Moody’s, or “BBB-" or higher by Standard &
Poor's. NAIC designations 3 through 6 are referred to as below investment grade. Bonds are considered below
investment grade when rated “Bal” or lower by Moody’s, or “BB+" or lower by Standard & Poor’s. As of December 31,
2006, the pereentage, based on estimated fair value, of total publiciv traded and privately placed fixed maturity securities
that were investment grade with an NAIC designation | or 2 was ¥5%.

We also monitor the credit drift of vur corporate fixed maturity securitics portfolio. Credit drift is defined as the
ratio of the percentage of rating downgrades, including defaults, divided by the percentage of rating upgrades. We
measure credit drift once cach fiscul year, assessing the changes in our internally developed credit ratings that have
occurred during the year. Standard & Poor’s annual credit ratings drift ratio measures the credit rating change, within a
specific year, of companies that have been assigned ratings by Standard & Poor’s, The annual internal credit drift ratio on
corporale fixed maturity securitics we held in our general account was a more favorable ratio at 0.55 times compared to
the Standard & Poor’s drift ratio of 0.74 times, as of December 31, 2006.

The following table presents our total fixed maturity securitics by NAIC designation and the equivalent ratings of the
nationally recognized securities rating organizations as of December 31, 2006, and December 31, 2005, as well as the
percentage, based on estimated fair value, that each designation comprises:

U.S. Invested Assets
Fixed Maturity Securities by Credit Quality(l)

December 31, 2006 December 31, 2005
% of Total % of Total
NAIC Rating Agency Amortized Carrying Carrying Amortized Carrying Carrying
Rating Equivalent Cost Amount Amount Cost Amount Amount
(5 in millions)
| AaafAa/A .. ... ..., $23,716.0 $24,231.9 57% $21,593.3  §$22,361.9 56%
2 Baa . .................. 15,769.9 16,205.5 38 14,978.4 15,590.7 39
3 Ba.................... 1,586.8 1,657.1 4 1.701.7 1,801.6 4
4 B... ... . 290.5 302.6 1 258.5 2712 i
5 Capandlower . .......... 19.1 19.5 — 14.3 144 - —
6 In or near default .. ....... 5.5 7.2 — 76.2 75.9 —
Total fixed maturities ... .. $541,387.8 $42,4238 100% $38,622.4  $40,115.7 100%

(1) Includes 43 securities with an amortized cost of $505.8 million, gross gains of $9.6 million, gross losses of
$2.2 million and a carrying amount of $513.2 million as of December 31, 2006, that are still pending a review
and assignment of a rating by the SVO. Due to the timing of when fixed maturity securities are purchased,
legal documents are filed, and the review by the SVO, there will always be securities in our portfolio that arc
unrated over a reporting period. In these instances, an equivalent rating is assigned based on our fixed income
analyst’s assessment.

We believe that our long-term fixed maturity securitics portfolio is well diversified among industry types and between
publicly traded and privately placed securities. Each year, we direct the majority of our net cash inflows into investment
grade fixed maturity securities. Our current policy is to limit the percentage of cash flow invested in below investment
grade asscts to 7% of cash flow. As of December 31, 2006, we had invested 3.3% of new cash flow for the year in below
investment grade assets. While the general account investment returns have improved due to the helow investment grade
assct class, we manage its growth strategically by limiting it to 10% of the total fixed maturity sceurities portfolios.

We invest in privately placed fixed maturity securitics 1o enhance the overall value of the portfolio, increase
diversification and obtain higher yiclds than are possible with comparable quality public market securities. Generally,
private placements provide broader access to management information, strengthened negotiated protective covenants,
call protection features and, where applicable, a higher level of collateral. They are, however, generally not freely
tradable because of restrictions imposed by federal and state secaritics laws and illiquid trading markets.
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The following table shows the carrying amount of our corporate fixed maturity securities by Salomon industry
category, as well as the percentage of the total corporate portfolio that each Salomon industry category comprises as of
December 31, 2006, and December 31, 2005.

U.S. Invested Assets
Corporate Fixed Maturity Securities by Salomon Industry

December 31, 2006 December 31, 2005
Carrying Amount % of Total  Carrying Amount % of Total
(¥ in millions)

Industry Class

Finance — Bank ......... ... .. ... . . $ 3,659.2 12% $ 3,451.0 12%
Finance — Insurance . .. .. .. ... ... .o inun.n 3,119.1 10 3,0103 10
Finance — Other. . ... ... ... . . ., 4,792.2 16 4,090.1 14
Industrial — Consumer . ......... vt 1,100.0 4 1,067.2 4
Industrial — Energy. . ... .. o i 2,683.2 9 2,718.4 9
Industrial — Manufacturing . ......... e e 5,5184 18 5,223.3 18
Industrial — Other ....... ... ... . ... ... .. ... 105.3 — 106.4 —
Industrial — Service. . .. ... . i i ; 4,462.3 15 4,548.7 15
Industrial — Transport . . . ... ... . ... .. ... ... 836.9 3 848.6 3
Utility — Electric .. ..... ... ... 2.417.9 8 2,568.6 9
Utility — Other . ... oo i e 47.6 — 479 —
Utility — Telecom .. ... 1,645.5 5 1,811.8 ]
Total ...... e e e e $30,387.6 100% $29,492.3 100%

We monitor any decling in the credit quality of fixed maturity securities through the designation of “problem
securities”, “potential problem securities” and “restructured securities”. We define problem securities in our fixed
maturity portfolio as securities: (i) as to which principal and/or interest payments are in default or where default is
perceived to be imminent in the near term, or (i) issued by a company that went into bankruptcy subsequent to the
acquisition of such securities. We define potential problem securities in our fixed maturity portfolio as securitics included
on an internal “watch list” for which management has concerns as to the ability of the issuer to comply with the present
debt payment terms and which may result in the security becoming a problem or being restructured. The decision
whether to classify a performing fixed maturity security as a potential problem involves significant subjective judgments
by our management as to the likely future industry conditions and developments with respect to the issuer. We define
restructured securities in our fixed maturity portfolio as securities where a concession has been granted to the borrower
related to the borrower’s financial difficulties that would not have otherwise been considered. We determine that
restructures should occur in those instances where greater economic value will be realized under the new terms than
through liquidation or other disposition and may involve a change in contractual cash flows. If at the time of restructure,
the present value of the new future cash flows is less than the current cost of the asset being restructured, a realized
capital loss is recorded in net income and a new cost basis is established.

We have a process in place to identify securities that could potentially have a credit impairment that is other than
temporary. This process involves monitoring market events that could impact issuers’ credit ratings, business climate,
management changes, litigation and government actions, and other similar factors. This process also involves monitoring
late payments, pricing levels, downgrades by rating agencies, key financial ratios, financial statements, revenue forecasts
and cash flow projections as indicators of credit issues.

Every month, a group of individuals including the Chief Investment Officer, our Portfolio Managers, members of our
Workout Group, and representatives from Investment Accounting review all securities to determine whether an other
than temporary decline in value exists and whether losses should be recognized. The analysis focuses on each issuer’s
ability to service its debts in a timely fashion and the length of time the security has been trading below cost. Formal
documentation of the analysis and the Company’s decision is prepared and approved by management.

We consider relevant facts and circumstances in evaluating whether the credit impairment of a security is other than
temporary. Relevant facts and circumstances considered include: (1) the length of time the fair value has been below cost;
(2) the financial position and access to capital of the issuer, including the current and future impact of any specific events;
and (3) our ability and intent to hold the security to maturity or until it recovers in value. To the extent we determine that
a security is deemed to be other than temporarily impaired, the difference between amortized cost and fair value would
be charged to earnings.

There are a number of significant risks and uncertainties inherent in the process of monitoring credit impairments
and determining if an impairment is other than temporary. These risks and uncertainties include: (1) the risk that our
assessment of an issuer’s ability to meet all of its contractual obligations will change based on changes in the credit
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characteristics of that issuer, (2) the risk that the economic outlook will be worse than expected or have more of an
impact on the issuer than anticipated, (3) the risk that our investment professionals are making decisions based on
fraudulent or misstated information in the financial statements provided by issuers and (4) the risk that new information
obtained by us or changes in other facts and circumstances lead us to change our intent to hold the security to maturity or
until it recovers in value. Any of these situations could result in a charge to earnings in a future period.

The net realized gain relating to other than temporary credit impairments of fixed maturity sccurities was
$1.9 million for the year ended December 31, 2006. The single largest other than temporary credit impairment
represcnted less than 0.1% of U.S. fixed maturity securities as of December 31, 2006. To fund the acquisition of WM
Advisors, we also recognized $12.4 million of impairment write-downs for the ycar ended December 31, 2006, that
resulted from our determination that we no longer had the ability and intent to hold certain fixed maturity securities until
they recovered in value. This loss is net of any recovery realized on the subsequent sale of the securities.

For the year ended December 31, 2006, we realized $30.2 million of gross losses upon disposal of bonds excluding
hedging adjustments. Included in this $30.2 million is $22.2 million related to sales of thirty-two credit impaired and
credit related names. We generally intend to hold securities in unrealized loss positions until they mature or recover.
However, we do sell bonds under certain circumstances such as when we have evidence of a significant deterioration in
the issuer’s creditworthiness, when a change in regulatory requirements modifies what constitutes a permissible
investment or the maximum level of investments held or when there is an increase in capital requirements or a change in
risk weights of debt securities. Also included in the $30.2 million is $6.3 million resulting from the sale of certain hybrid
securities that had a regulatory classification change that resulted in increased capital requirements. Sales generate both
gains and losses.

The following tables present our fixed maturity securities available-for-sale by industry category and the associated
gross unrealized gains and losses as of December 31, 2006, and December 31, 2005.

U.S. Invested Assets
Fixed Maturity Securities Available-for-Sale by Industry Category

December 31, 2006

Amortized Gross Gross
Amortized  Unrealized  Unrealized Carrying
Cost Gains Losses Amount
(in millions)

Finance — Bank .. ... ... . e $35921 $ 783 %219 § 36485
Finance — Insurance ............. ...ty 3,057.4 83.0 21.8 3,118.6
Finance — Other . . .. .. ... . . . 4,661.3 166.9 36.5 4,791.7
Industrial — Consumer . ... ... .. .. i 1,082.1 29.1 11.3 1,099.9
Industrial — Energy . ....... ... ... . . i 2,552.2 145.5 15.7 2,682.0
Industrial — Manufacturing. . .. ... .. ... ... L. 5,406.1 155.8 44.0 5,517.9
Industrial — Other .. ... . ... . . . 104.7 1.3 0.7 105.3
Industrial — Service . ... ... .. . e e 4,344.3 143.9 26.9 4,461.3
Industrial — Transport .. ...... .. e 796.0 46.2 53 836.9
Utility — Electric . . . ... .. e 2,343.5 91.9 17.7 2,417.7
Utility — Other . ... .. e 41.0 6.0 — 47.6
Utility — Telecom. . ..o o oo e 1,569.0 87.6 11.3 1,645.3

Total corporate securities . .. ... ... ... .. L 29,549.7  1,036.1 213.1 30,372.7
UL.S. Government and agencies .. ........ ... ... ..., 530.8 0.8 3.3 5278
States and political subdivisions ... ......... .. .. .. .. 1,557.7 45.4 4.9 1,598.2
Non-U.S. governments ... ... ...... ... .. . cuiiuinun... 3849 36.1 0.3 420.7
Mortgage-backed and other asset-backed securities . ... ... . ... 9,165.6 217.4 77.8 9,305.2

Total fixed maturity securities, available-for-sale. . ........ .. $41,188.7 $L,335.8  $299.9  $42,224.6
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U.S. Invested Assets
Fixed Maturity Securities Available-for-Sale by Industry Category

December 31, 2005

Gross Gross

Amortized Unrealized  Unrealized Carrying
Cost Gains Losses Amount
(in millions)

Finance — Bank . . . . oo v oot e e $ 33549 § 1106 $ 143  § 34510
Finance — Insurance .. ... .. . . i e e 2,915.0 111.3 16.0 3,010.3
Finance — Other . ... . . e e 3,932.5 181.5 239 4,090.1
[ndustrial — CONSUMET . . . . . . . e e e e e . 1,038.0 36.5 7.3 1,067.2
Industrial — Energy . . ... .o e 2,506.5 220.2 83 2,718.4
Industrial — Manufacturing. . .. ... ... . ... oL 5,060.9 201.4 39.0 52233
Industrial — Other . . . .. ... .. e e 104.4 2.3 0.3 106.4
Industrial — Service ... ... . e e 4,369.6 204.4 253 4,548.7
Industrial — Transport .. ... ... i s 795.1 57.0 3.5 848.6
Utility — Electric . ... ... oo i 2,455.3 123.8 10.5 2,568.6
Utility ~— Other .. ... . i i 41.2 6.7 — 479
Utility — Telecom. . . .. ... 1,701.8 118.6 8.6 1,811.8

Total corporate securities . . ... ... oo i 28,275.2 1,374.3 157.2 29,4923
U.S. Government and agencies .. ... . 0 i o 557.9 1.8 4.2 555.5
States and political subdivisions .. ... ... ... o oL 12226 457 38 1,264.5
Non-US. governments .. ........... ..o, 416.2 472 0.4 463.0
Mortgage-backed and other asset-backed securities . . ...... ... 8,045.5 267.8 77.9 8,235.4

Total fixed maturity securities, available-for-sale. ... ..... ... $38,517.4 $1,736.8 $243.5 $40,010.7

The total unrealized losses on our fixed maturity securities available-for-sale were $299.9 million and $243.5 million
as of December 31, 2006 and 2005, respectively. Of the $299.9 million in gross unrealized losses as of December 31, 2006,
there were $4.9 million in losses attributed to securities scheduled to mature in one year or less, $60.9 million is attributed
to securities scheduled to mature between one to five years, $96.3 million is attributed to securitics scheduled to mature
between five to ten years, $60.0 million is atiributed to securities scheduled to mature after ten years, and $77.8 million is
related to morlgage-backed and other asset-backed securities. The gross unrealized losses as of December 31, 2006 were

concentrated primarily in the Morigage-backed and other assct-backed securities, Industrial — Manufacturing,
Financial — Other, and Industrial — Services sectors. The gross unrealized losses as of December 31, 2005 were
concentratcd primarily in the Mortgage-backed and other asset-backed securities, Industrial — Manufacturing,

Industrial — Services, and Financial -— Other sectors.

The following tables present our fixed maturity securities available-for-sale by investment grade and below
investment grade and the associated gross unrealized gains and losses as of December 31, 2006, and 2005.

U.S. Invested Assets
Fixed Maturity Securities Available-for-Sale by Quality

December 31, 2006

Gross Gross
Amortized  Unrealized Unrealized Carrying
Cost Gains Losses Amount

(in millions)
Investment Grade:

Public . . ... e $26,995.7 % 770.7 $2001.5  $27,564.9

Private . .. e e 12,292.4 469.5 87.3 12,674.6
Below Investment Grade:

Public . . ... 1,070.5 44.2 6.0 1,108.7

PrIVALE o e e e e e 830.1 514 5.1 876.4
Total fixed maturity securitics, available-for-sale . .. ....... ... $41,188.7 $1,335.8 $299.9  $42,224.6
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U.S. Invested Assets
Fixed Maturity Securities Available-for-Sale by Quality

December 31, 2005

Gross Gross
Amortized Unrealized  Unrealized Carrying
Cost Gains Losses Amount
(in millions)
Investment Grade:
Public . .. ... $25638.9 $1,0249 $164.3 $26,499.5
Private .. ... e 10,827.8 584.5 64.2 11,348.1
Below Investment Grade:
Public . .. ... e 1,263.4 54.4 9.9 1,307.9
Private .. .. 787.3 73.0 5.1 855.2
Total fixed maturity securities, available-for-sale . ............ $38,517.4 $1,736.8 $243.5 $40,010.7
U.S. Invested Assets
Unrealized Losses on Investment Grade Fixed Maturity Securities
Available-for-Sale by Aging Category
December 31, 2006
Public Private Total
Gross Gross Gross
Carrying Unrealized  Carrying  Unrealized Carrying Unrealized
Amount Losses Amount Losses Amount Losses
(in millions)
Three months orless . ............... $ 27304 $ 176 $1,471.2 $ 9.1 $ 4,201.6 % 26.7
Greater than three to six months . .. ... .. 303 0.4 22.7 0.3 53.0 0.7
Greater than six to nine months . ....... 224.8 1.6 107.1 1.3 3319 29
Greater than nine to twelve months . . . . . . 1,502.6 28.2 549.9 8.2 2,052.5 364
Greater than twelve to twenty-four months. 5,688.9 126.0 1,938.1 52.2 7,627.0 178.2
Greater than twenty-four to thirty-six -
months . ..., ... ... .. ... . ... ... 8434 229 365.5 10.2 1,208.9 331
Greater than thirty-six months . . .. ... ... 101.5 4.8 113.9 6.0 2154 10.8
Total fixed maturities, available-for-sale . $11,121.9  $201.5  $4,568.4 $87.3 $15,690.3  $288.8
U.S. Invested Assets
Unrealized Losses on Investment Grade Fixed Maturity Securities
Available-for-Sale by Aging Catepory
December 31, 2005
Public Private Total
Gross Gross Gross
Carrying  Unrealized  Carrying  Unrealized Carrying Unrealized
Amount Losses Amount Losses Amount Losses
{in millions)
Three months orless ... .............. $L9079  $ 113 § 7743 $ 6.3 $ 26822 3176
Greater than three to six months. .. ... ... 4,332.5 79.6 1,574.5 29.3 5,907.0 108.9
Greater than six to nine months .. .... ... 416.3 12.9 109.5 2.8 525.8 15.7
Greater than nine to twelve months . . .. .. 1,032.0 223 2123 52 1,244.3 27.5
Greater than twelve to twenty-four months . 1,191.2 333 457.2 14.7 1,648.4 480
Greater than twenty-four to thirty-six
months. .. ... ... ... ... ... ... .. 118.5 4.8 161.8 5.9 280.3 10.7
Greater than thirty-six months. . .. ... .. .. 1.4 0.1 — — 14 0.1
Total fixed maturities, available-for-sale .. $8,999.8 $164.3  $3,289.6 $64.2 $12,289.4  §2285
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U.S. Invested Assets
Unrealized Losses on Below Investment Grade Fixed Maturity Securities
Available-for-Sale by Aging Category

December 31, 2006

Public Private Total

Gross Gross Gross

Carrying Unrealized Carrying Unrealized Carrying Unrealized
Amount Losses Amount Losses Amount Losses

(in millions)

Three months or less . . .. .. ... . ... $ 64.0 $0.2 $ 835 $0.5 $147.5 $ 0.7
Greater than three to six months .. ......... —_ — — — — —
Greater than six to nine months .. .......... 38.7 1.0 —_ — 38.7 1.0
Greater than nine to twelve months . ... ... .. 56.6 1.3 — — 56.6 1.3
Greater than twelve to twenty-four months . . .. 152.8 35 117.8 3.0 270.6 6.5
Greater than twenty-four to thirty-six months. . . —_ — 27.3 1.5 273 1.5
Greater than thirty-six months . .......... .. —_ = 0.6 0.1 0.6 0.1
Total fixed maturities, available-for-sale . . ... $312.1 $6.0 $229.2 $5.1 $541.3 $11.1

U.S. Invested Assets
Unrealized Losses on Below Investment Grade Fixed Maturity Securities
Available-for-Sale by Aging Category

December 31, 2005

Public Private Total

Gross Gross Gross

Carrying Unrealized Carrying Unrealized Carrying Unrealized
Amount Laosses Amount Losses Amount Losses

{in millions)

Three monthsorless . ... ... i $121.9 $0.7 $ 558 $1.8 $177.7 $ 25
Greater than three to six months . ... .. ... .. 81.9 4.7 36.4 0.8 118.3 5.5
Greater than six to nine months .. .......... 50.8 0.8 36.8 1.2 87.6 2.0
Greater than nine¢ to twelve months . ... ... .. 49.2 1.9 18.4 0.5 07.6 2.4
Greater than twelve to twenty-four months . . .. 369 12 8.5 03 454 1.5
Greater than twenty-four to thirty-six months., . . — — 0.6 0.1 0.6 0.1
Greater than thirty-six months .. ........... 499 19.8 0.4 69.7 1.0

0
$9.9  $1763  $51  $5669  $150

Total fixed maturities, available-for-sale ... .. $390.6

Of total gross unrealized losses as of December 31, 2006 and December 31, 20035, $288.8 million and $228.5 million
were related to investment grade sccurities, respectively. Gross unrealized losses related 1o below investment grade
securities were $11.1 million and $15.0 million as of December 31, 2006 and December 31, 2005, respectively.
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The following tables present the carrying amount and gross unrealized losses on fixed maturity securities
available-for-sale, where the estimated fair value has declined and remained below amortized cost by 20% or more as of
December 31, 2006, and December 31, 2005.

U.S. Invested Assets
Unrealized Losses on Fixed Maturity Securities
Available-for-Sale by Aging Category

December 31, 2006

Problem, Potential All Other Fixed
Problem, Maturity
and Restructured Securities Total
Gross Gross Gross
Carrying Unrealized Carrying Unrealized Carrying Unrealized
Amount Losses Amount Losses Amount Losses

{in mitlions)

Three monthsorless .................... $— $— $0.7 $0.2 $0.7 $0.2
Greater than three to six months ........... —_— — 0.3 0.2 0.3 0.2
Greater than six to nine months .. .......... —_ —_ — — —_ —_
Greater than nine to twelve months .. ... .. .. — — — — — —
Greater than twelve months .. ............. — — —_ — —
Total fixed maturity securities, available-for-
sale ... $— $— $1.0 $0.4 $1.0 $0.4
U.S. Invested Assets
Unrealized Losses on Fixed Maturity Securities Available-for-Sale by Aging Category
December 31, 2005
Problem, Potential All Other Fixed
Problem, Maturity
and Restructured Securities Total
Gross Gross Gross
Carrying Unrealized Carrying Unrealized Carrying Unrealized
Amount Losses Amount Losses Amount Losses
(in millions)
Three months orless .. ... $— §— $4.2 $2.1 $4.2 $2.1
Greater than three to six months .. ......... — — — — — —
Greater than six to nine months ., ... ... .. .. — — — -— — —
Greater than nine to twelve months ......... — — — — — —
Greater than twelve months . . ............. — — — — — —
Total fixed maturity securities, available-for-
SAlE L e e $— $— $4.2 $2.1 $4.2 $2.1

|
|
|
|
||

Gross unrealized losses on fixed maturity securities where the estimated fair value has been 20% or more below
amortized cost were $0.4 million as of December 31, 2006 and $2.1 million as of December 31, 2005, There were no gross
unrealized losses attributed to those securities considered to be “problem”, “potential problem’ or “restructured” as of
December 31, 2006 and December 31, 2005.
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The following table presents the total carrying amount of our fixed maturity portfolio, as well as its problem,
potential problem and restructured fixed maturities for the periods indicated:

U.S. Invested Assets
Problem, Potential Problem and Restructured Fixed Maturities at Carrying Amount

December 31,

2006 2005
(% in millions)
Total fixed maturity securities (public and private) ..................... $42,423.8 $40,115.7
Problem fixed maturity securities . ... ... ... .. i $ 35 § 420
Potential problem fixed maturity securities . ... ... ... .. o i 2.2 101.6
Restructured fixed maturity securities. . . . ... ... . o o oo 11.2 —

Total problem, potential problem and restructured fixed maturity securities. . § 169 $ 1436

Total problem, potential problem and restructured fixed maturity securities
as a percent of total fixed maturity securities . ... ... .. ... .. 04% 36%

Mortgage Loans

Mortgage loans consist primarily of commercial mortgage loans on real estate. At December 31, 2006, commercial
mortgage loans aggregated to $10,090.3 million. Commercial mortgage loans on real estate are generally reported at cost
adjusted for amortization of premiums and accrual of discounts, computed using the interest method, and net of
valuation allowances. Commercial mortgage loans held for sale are carried at the lower of cost or fair value, less cost to
sell, and reported as mortgage loans in the statements of financial position,

Commercial mortgages play an important role in our investment strategy by:

* providing strong risk-adjusted relative value in comparison to other investment alternatives;
+ enhancing total returns; and

» providing strategic portfolio diversification.

As a result, we have focused on constructing a solid, high quality portfolio of mortgages. Our portfolio is generally
comprised of mortgages with conservative loan-to-value ratios, high debt service coverages and general purpose property
types with a strong credit tenancy.

Our commercial loan portfolio consists of primarily non-recourse, fixed rate mortgages on fully or near fully leased
properties. The mortgage portfolio is comprised of gencral-purpose industrial properties, manufacturing office properties
and credit oriented retail properties.

Credit extensions in the state of California accounted for 17% of our commercial mortgage loan portfolio as of
December 31, 2006. We are, therefore, exposed to potential losses resulting from the risk of catastrophes, such as
earthquakes, that may affect the region. Like other lenders, we generally do not require earthquake insurance for
properties on which we make commercial mortgage loans. With respect to California properties, however, we obtain an
engineering report specific to each property. The report asscsses the building’s design specifications, whether it has been
upgraded to meet seismic building codes and the maximum loss that is likely to result from a variety of different seismic
events. We also obtain a report that assesses, by building and geographic fault lines, the amount of loss our commercial
mortgage loan portfolio might suffer under a variety of seismic cvents. ‘ '

Our commercial loan portfolio is highly diversified by borrower. As of December 31, 2006, 38% of the U.S.
commercial mortgage loan portfolio was comprised of mortgage loans with principal balances of less than $10.0 million.
The total number of commercial mortgage loans outstanding as of December 31, 2006 and 2005 was 1,262 and 1,309,
respectively. The average loan size of our commercial mortgage portfolio was $8.0 million as of December 31, 2006.

We actively monitor and manage our commercial mortgage loan portfolio. Substantially all loans within the portfolio
are analyzed regularly and are internally rated, based on a proprictary risk rating cash flow model, in order to monitor the
financial quality of these assets. Based on ongoing monitoring, mortgage loans with a likelihood of becoming delinquent
arc identificd and placed on an internal “watch list”. Among criteria which would indicate a potential problem are:
imbalances in ratios of loan to value or contract rents to debt service, major tenant vacancies or bankruptcies, borrower
sponsotship problems, late payments, delinquent taxes and loan relief/restructuring requests.

We review our mortgage loan portfolio and analyze the need for a valuation allowance for any loan which is
delinquent for 60 days or more, in process of foreclosure, restructured, on the “watch list”, or which currently has a
valuation allowance. We categorize loans, which are delinquent, loans in process of foreclosure, and loans to borrowers in
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bankruptcy as “problem” loans. Potential problem loans are loans placed on an internal “watch list” for which
management has concerns as to the ability of the borrower to comply with the present loan payment terms and which may
result in the loan becoming a problem or being restructured. The decision whether to classify a performing loan as a
potential problem involves significant subjective judgments by management as to the likely future cconomic conditions
and developments with respect to the borrower. We categorize loans for which the original terms of the mortgages have
been modified or for which interest or principal payments have been deferred as “restructured” loans. We also consider
maturced loans that are refinanced at below market rates as restructured.

The valuation allowance for commercial mortgage loans includes a loan specific allowance for impaired loans and a
provision for losses based on past loss experience believed to be adequate to absorb estimated probable credit losses. The
changes in this vatuation allowance are reported as a net realized/unrealized capital loss on our consolidated statements
of operations.

Commercial mortgage loans on real estate are considered impaired when, based on current information and events,
it is probable that we will be unable to collect ail amounts due according to contractual terms of the loan agreement.
When we determine that a loan is impaired, a valuation allowance is established or a direct write-down of the loan is
recorded for the difference between the carrying amount of the mortgage loan and the estimated value. Estimated value
is based on cither the present value of the expected future cash flows discounted at the loan’s effective interest rate, the
loan’s obscrvable market price or fair value of the collateral. When a valuation allowance is established, subsequent
recoveries are charged to the valuation allowance and subsequent losses may be charged to the valuation allowance or as
a dircct write-down of the loan.

The determination of the calculation and the adequacy of the mortgage loan loss provision bascd on past experience
and mortgage impairments is subjective. Our periodic evaluation and assessment of the adequacy of the provision for
losses and the need for mortgage impairments is based on known and inherent risks in the portfolio, adverse situations
that may affect the borrower’s ability to repay, the estimated value of the underlying collateral, composition of the loan
portfolio, current economic conditions, loss experience and other relevant factors. The current portfolio statistics and
past loss experience produced a provision for the Principal Life general account totaling $30.7 million. The evaluation of
our impaired loan component of the allowance is subjective, as it requires estimating the amounts and timing of future
cash flows expected to be received on impaired loans. Our financial position is sensitive to changes in estimated cash
flows from mortgages, the value of the collateral, and changes in the economic environment in general. Decreases in the
valuation allowance aggregated to $1.0 million for the year ended December 31, 2006, and $9.2 million for the year ended
December 31, 2005. '

The following table represents our commercial mortgage valuation allowance for the periods indicated:

U.S. Invested Assets
Commercial Mortgage Valtuation Allowance

December 31,

2006 2005

(§ in millions}
Beginning balance . . . ... ... L e $33.2 $424
PrOVISION . . e e e e e e e 1.3 6.7
Release ... i (23) (159
Ending balance . .. ... ... ... $322 §$332
Valuation allowance as % of carrying value before reserves ... .. ............... 32% 33%
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The following table presents the carrying amounts of problem, potential problem and restructured commercial
mortgages relative 1o the carrying amount of all commercial mortgages for the periods indicated: ’

U.S. Invested Assets
Probiem, Potential Problem and Restructured Commercial Mortgages at Carrying Amount

December 31,

2006 2005

‘ (% in millions) -
Total commercial MOrtZAEES . . . . v o vt e et e AP $10,090.3  $9,890.7
Problem commercial mortgages(1). ......... .o $ 107 $ 104
Potential problem commercial mortgages . ........... e e 9.1 0.2
Restructured commercial mortgages ......... e 6.8 65.1
Total problem, potential problem and restructured commercial mortgages ... $ 266 § 857

Total problem, potential problem and restructured commercial mortgages as a
percent of total commercial mortgages .. ............. e 26% 87%

(1) Problem commercial mortgages include mortgage loans in foreclosure of $10.6 million as of December 31,
2006. This is the same mortgage loan that was in foreclosure as of December 31, 2005.

Equity Real Estate

We hold commercial equity real estate as part of our investment portfolio, As of December 31, 2006, and 2005, the
carrying amount of equity real estate investment was $854.8 million and $888.4 million, or 1% and 1%, of U.S. invested
assets, respectively. Qur commercial equity real estate is held in the form of wholly owned real estate, real estate acquired
upon foreclosure of commercial mortgage loans, and majority owned interests in real estate joint ventures.

Equity real estate is categorized as cither “real estate held for investment” or “real estate held for sale”. Real estate
held for investment totaled $736.6 million as of December 31, 2006, and $754.6 million as of December 31, 2005. The
carrying value of real estate held for investment is generally adjusted for impairment whenever events or changes in
circumstances indicate that the carrying amount of the asset may not be recoverable. Such impairment adjustments are
recorded as realized investment losses and accordingly, are reflected in our consolidated results of operations. For the
years ended December 31, 2006 and 2005, there were no such impairment adjustments.

The carrying amount of real estate held for sale as of December 31, 2006, and 2005, was $118.2 million and
$133.8 million, net of valuation allowances of $4.7 million and $4.2 million, respectively. Once we identify a real cstate
property to be sold and commence a plan for marketing the property, we classify the property as held for sale. We
establish a valuation allowance subject to periodic revisions, if necessary, to adjust the carrying value of the property to
reflect the lower of its current carrying value or the fair value, less associated selling costs.

We use research, both internal and external, to recommend appropriate product and geographic allocations and
changes to the equity real estate portfolio. We monitor product, geographic and industry diversification separately and
together to determine the most appropriate mix.

Equity real estate is distributed across geographic regions of the country with larger concentrations in the South
Atlantic, Pacific, and West South Central regions of the United States as of December 31, 2006. By property type, there is
a concentration in office buildings and industrial sites that represented approximately 63% of the equity real estate
portfolio as of December 31, 2006,

Other Investments

Our other investments totaled $972.6 million as of December 31, 2006, compared to $755.3 million as of
December 31, 2005. Derivatives accounted for $699.2 million in other investments as of December 31, 2006. The
remaining invested assets include equity method investments, which include properties owned jointly with venture
partners and operated by the partners.

Internatienal Investment Operations

As of December 31, 2006, our international investment operations consist of the investments of Principal
International comprised of $3.3 billion in invested assets. Principal Global Investors advises each Principal International
affiliate on investment policies and strategies that are consistent with the products they offer. Due to the regulatory
constraints in each country, each company maintains its own investment policies.




Overall Composition of International Invested Assets

As shown in the following table, the major categories of international invested assets as of December 31, 2006, and
December 31, 20035, were fixed maturity securities and residential mortgage loans:

International Invested Assets

December 31, 2006 December 31, 2005
Carrying Amount % of Total  Carrying Amount % of Total

(8 in millions)
Fixed maturity securities

Public........ ... ... .. . ... ... $2,303.1 69% $2.1141 69%

Private . ... ... .. . . e _— — 0.6 —
Equity securities . . ......... ... ... ... ... 51.9 2 50.7 2
Mortgage loans

Residential .. ........ ... ... ... .. ..... 5220 16 505.1 17
Real estate held for investment .. ... .. ... .. 12.2 —_ 11.7 —
Other investMeEnts, . ... oo v vt et i e in e ns 438.1 13 358.2 2

Total invested assets .. ................ 33273 100% 3,040.4 _1@%
Cash and cash equivalents . . . ............. 55.0 56.2

Total invested assets and cash .. ... ... ... $3,382.3 $3,096.6

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
Market Risk Exposures and Risk Management

Market risk is the risk that we will incur losses due to adverse fluctuations in market rates and prices. Qur primary
market risk exposure is to changes in interest rates, although we also have exposures to changes in equity prices and
foreign currency exchange rates.

The active management of market risk is an integral part of our operations. We manage our overall market risk
exposure within established risk tolerance ranges by using the following approaches:

+ rebalance our existing asset or liability portfolios;
* control the risk structure of newly acquired assets and liabilities; or

* usc derivative instruments to modify the market risk characteristics of existing asscts or liabilities or assets
expected to be purchased.

Interest Rate Risk

Interest rate risk is the risk that we will incur economic losses due to adverse changes in interest rates. One source of
interest rate risk is the inherent difficulty in obtaining assets that mature or have their rate reset at the exact same time as
the liabilities they support. Assets may have to be reinvested or sold in the future to meet the lability cashflows in
unknown interest rate environments. Also, there may be timing differences between when new liabilities are priced and
when assets are purchased or procured that can cause fluctuations in profitability if interest rates move materially in the
interim. A third source of interest rate risk is the prepayment options embedded within asset and liability contracts that
can alter the cash flow profiles from what was originally expected.

One of the measures we usc to quantify our exposure to interest rate risk is duration. To calculate duration, we
project assct and liability cashflows. These cash flows are discounted to a net present value basis using a spot yield curve,
which is a blend of thc spot yield curves for each of the assct types in the portfolio. Duration is calculated by
re-calculating these cashflows, re-determining the net present value based upon an alternative level of interest rates, and
determining the percentage change in fair value.

We manage interest rate risks in a number of ways. Differences in durations between assets and liabilitics are
measured and kept within acceptable tolerances. Derivatives are also commonly used to mitigate interest rate risk due to
cashflow mismatches and timing differences. Prepayment risk is controlled by limiting our cxposure to investments that
are prepayable without penalty prior to maturity at the option of the issucr, We also require additional yield on these
investments to compensate for the risk the issuer will exercise such option. Prepayment risk is also controlled by limiting
the sales of liabilities with features such as puts or other options that can be exercised against the company at
inopportune times.




Duration-Managed. Our exposure to interest rate risk stems largely from our substantial holdings of guaranteed
fixed rate liabilities in our U.S. Asset Management and Accumulation segment. We actively manage the duration of assets
and liabilities in these products by minimizing the difference between the two. We have established a maximum tolerance
for this difference and seek to stay within this tolerance.

As of December 31, 2006, the difference between the asset and liability durations on our primary duration managed
portfolio was +.03. This duration gap indicates that, as of this date, the sensitivity of the fair value of our assets to interest
rate movements is greater than that of the fair value of our Habilities. OQur goal is to minimize the duration gap. Currently,
our guidelines indicate that total duration gaps between the asset and lability portfolios should be within +/-0.25. The
value of the assets in this portfolic was $33,027.5 million as of December 31, 2006.

Duration-Monitored. For products such as whole life insurance and term life insurance that are less sensitive to
interest rate risk, and for other products such as individual single premium deferred annuities, we manage interest rate
risk based on a modeling process that considers the target average life, maturities, crediting rates and assumptions of
policyholder behavior, As of December 31, 2006, the weighted-average difference between the asset and liability
durations on these portfolios was +.51. This duration gap indicates that, as of this date, the sensitivity of the fair value of
our assets to interest rate movements is greater than that of the fair value of our liabilitics. We attempt to monitor this
duration gap consistent with our overall risk/reward tolerances. The value of the assets in these portfolios was
$16,314.3 million as of December 31, 2006.

Non Duration-Managed. We also have a block of participating general account pension business that passes most of
the actual investment performance of the assets to the customer, The investment strategy of this block is 10 maximize
investment return to the customer on a “best efforts’™ basis, and there is little or no attempt to manage the duration of
this portfolio since there is little or no interest rate risk. The value of the assets in these portfolios was $4,875.7 million as
of December 31, 2006,

Using the assumptions and data in effect as of December 31, 2006, we estimate that a 100 basis point immediate,
parallel increase in interest rates decreases the net fair value of our portfolio by approximately $92.5 million. The
following table details the estimated changes by risk management strategy. The table also gives the weighied-average
duration of the asset portfolio for each category, and the net duration gap (i.e. the weighted-average difference between
the asset and liability durations).

December 31, 2006

Net Net Fair
Value of Duration  Duration Value
Risk Management Strategy Total Assets  of Assets Gap Change
(in millions) . (in millions)
Primary duration-managed . .. . ............ ... ... ... .. $33,027.5 3.76 .03 $ (9.9
Duration-monitored . ... ... ... et e 16,3143 4.84 51 (82.6)
Non duration-managed .. ...... ... .. ... ... 4,875.7 4.09 N/A N/A
Total . .. e e e e $54,217.5 $(92.5)

Our selection of a 100 basis point immediate, parallel increase or decrease in interest rates is a hypothetical rate
scenario we use to demonstrate potential risk. While a 100 basis point immediate, parallel increase does not represent
our view of future market changes, it is a near term reasonably possible hypothetical change that illustrates the potential
impact of such events. While these fair value measurements provide a representation of interest rate sensitivity, they are
based on our portfolio exposurcs at a point in time and may not be representative of future market results. These
exposures will change as a result of ongoing portfolio transactions in response to new business, management’s assessment
of changing market conditions and available investment opportunities.




Debt lssued and Outstanding. As of December 31, 2006, the aggregate fair value of long-term debt was
$1,622.7 million. A 100 basis point, immediate, parallel decrease in interest rates would increase the fair value of debt by
approximately $124.0 mllllon Debt is' not rccorded at fair value on the statement of ﬁnanc1al posmon

: ’ December 31, 2006
’ ' Fair Value (no accrued interest)

-100 Basis Point + 100 Basis
, Change No Change Point Change
' . . o . ) _ (in millions) _

8.2% notes payable, due 2009 . .. ... . ... .. i . - $,5097 0 8 4977 $ 486.2
4.59% notes payable, due 2011-. ... .., ... ... . ... ..., s 573 -~ 54.9 32,5
4,93% notes payable, due 2011 . ......... i . 474 45.4 43.5
6.05% notes payable, due 2036 .. ... .. PP DA . $ 7100 . 6142 © 536.9
8% surplus notes payable, due 2044 . ... . ... ... PP 1167 " 1083 99.6
Non-recourse mortgages and notes payable ..... e 2646 26106 258.7
Other mortgages and notes payable ........ Srpe e e 410 - 406 40.2
Total long-term debt ... ... . oo e e $1,746.7 $1,622.7 $1,517.6

Use of Derivatives to Manage Interest Rate Risk. We use various derivative financial instruments 10 manage our
exposure to fluctuations in interest rates, including interest rate swaps, swaptions, futures, total return swaps, mortgage-
backed forwards and options. We use interest rate, swaps, futures contracts and mortgage-backed forwards to hedge
changes in interest rates subséquent to the issuance of an insurance liability, such as a guaranteed investment contract,
but prior to the purchase of a supporting asset, or during periods of holding assets in anticipation of near term liability
sales. We use interest rate swaps primarily to more closcly match the interest rate characteristics of assets and liabilities.
They can be used to change the sensitivity to the interest rate of specific assets and liabilities as well as an entire portfolio.
We also use these instruments to hedge the interest rate exposure in our commercial mortgage-backed securitization
operations. Occasionally, we will sell a callable investment-type agreement and will use written interest rate swaptions to
transform the callable liability into a fixed term liability.

Foreign Currency Rnsk ' ’

Foreign currency risk is the l‘lSk that we will incur economic losses due to adverse fluctuations in foreign currency
exchange rates. This risk arises from foreign currency-denominated funding agreements issued to non-qualified
institutional investors in the international market, foreign currency- denommated fixed maturity securities and demand
deposits purchased, and our international operatlons

We estimate that as of December 31, 2006 a 10%. 1mmed1ate unfavorable change in each of the foreign' currency
exchange rates to which we are exposed would result in no materiat change to the net fair.value of our foreign currency
denominated instruments identified above, including the currency swap agreements, because we effectively hedge foreign
currency denominated instruments to minimize exchange rate impacts, The selection of a 10% immediate unfavorable
change in all currency exchange rates should not be construed as a prediction by us of future market events, but rather as
an illustration of the potential impact of such an event.

Use of Derivatives to Manage Foreign Currency Risk. The foreign currency risk on funding agreements and fixed
maturity securities is eliminated by using currency swaps that swap the foreign currency interest and principal payments
to our functional curréncy. The notional amount of our currency swap agreements associated with foreign-denominated
liabilitics as of December 31, 2006, was"$3,578.9 ‘million. The notional amount of 'our currency swap agreements
associated with foreign-denominated fixed maturity securities as of December 31, 2006, was $1,728.2 million.

With regard to our international operatlons we attempt to do as much of our business as possible in the funcnonal
currency of the country of operation. At times, however, we are unable to do so, and in these cases, we use foreign
exchange derivatives to economically hedge the resultmg risks. As of December 31, 2006, our operations in Chile had
currency swaps with a notional amount of $24.0 million that are used to swap cash flows on U.S. dollar-denominated
bonds to a local currency. Chile also utilized currency forwards with a notional amount of $53.5 million in order to
mitigate currency exposure related to U.S. dollar-denominated bonds. Additionally, Principal International Corporate
headquarters utilized currency forwards with a notional amount of $53.9 million in order to mitigate currency exposure
related to planned capital flows for our joint venture company in Malaysia.

Additionally, we may take measures to hedge our net equity investments in our foreign subsidiaries from currency
risks. Currently, there are no outstanding net equity investment hedges.
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We use U.S. Treasury futures 1o manage our over/under-commitment position, and our position in these contracts
changes daily.
C_ounterpéﬁy Risk

In conjunction with our.use of derivatives, we are exposed to counterparty risk, or the risk that the counterpdrty fails
to perform the terms of the derivative contract. We actively manage this risk by: . ; “ C

*» establishing exposure limits which take into account non- derlvatwe exposure we havc with the counterparty as well
as derivative exposure; o .

* performing similar credit analysis prior to approva'l on each derivétiwzes 'counterparty that we do when Iending
money on a long-term basis; -

» diversifying our risk acroés numerous ap'proved counterparties; i
. l:mmng exposure to A+ credit or better;

+ conducting stress-test analysis to determine the maximum exposure. created durmg the life of a prospccnve
transactlon, .

* implementing credit support annex (collateral} agreements with selected counterpartles to further limit
counterparty exposures; and - . T :

* daily monitoring of counterparty credit ratings,

All new derivative counterpartics are approvcd by the Investment Commmee We believe the risk of incurring losses
due to nonperformance by our counterparties is manageable: S
Effects of Inflation- S

We do not believe that inflation, in the United States or in the other countries in which we operate, has had a
material effect on our consolidated operations over the past five years. In the future, however, we may be affected by

inflation to the‘extent it causes-interest rates to rise.
Y
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Report of Independent Registered Public Accounting Firm
on I[nternal Control Over Financial Reporting

The Board of Directors and Stockholders
Principal Financial Group, Inc.

We have audited management’s assessment, included in the accompanying Management’s Report on Internal
Control Over Financial Reporting, that Principal Financial Group, Inc. (“the Company™) maintained effective internal
control over finuncial reporting as of December 31, 2006, based on criteria established in Internal Control — Integrated
Framework issucd by the Committee of Sponsoring Organizations of the Treadway Commission (“the COSO criteria™).
Management of Principal Financial Group, Inc. is responsible for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is to
cxpress an opinion on management’s assessment and an opinion on the effectiveness of the Company’s internal control
over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain rcasonable assurance about
whether effective internal control over financial reporting was maintained in all matcrial respects. Our audit included
obtaining an understanding of internal control over financial reporting, evaluating management’s assessment, testing and
eviluating the design and operating effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with U.S. gencrally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the asscts of the company; (2) provide rcusonablc
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance with
U.S. generally accepted accounting principles, and that reccipts and expenditures of the company are being made only in
accordance with authorizations of management and dircctors of the company; and (3) provide reasonable assurance
regarding prevention or timely detection of unauthorized acquisition, use, or dispusition of the company’s asscts that
could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any cvaluation of effectivencss to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
dcteriorate.

In our opinion, management's assessment that Principal Financial Group, Inc. maintained cfiective internal control
over financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on the COSO criteria.
Also, in our opinion, Principal Financial Group, Inc. maintained, in all material respects, effective internal control over
financial reporting as of December 31, 2006, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated statements of financial position of Principal Financial Group, Inc. as of December 31, 2006 and
2005, and the related consolidated statements of operations, stockholders™ equity and cash flows for each of the threc
years in the period ended December 31, 2006, and our report dated February 20, 2007 expressed an unqualified opinion
thereon.

/s/ Ernst & Young LLP

Des Moines, lowa
February 20, 2007
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Principal Financial Group, Inc.

We have audited the accompanying consolidated statements of financial position of Principal Financial Group, Inc.
(“the Company”) as of December 31, 2006 and 2005, and the related consolidated statcments of operations,
stockholders” equity and cash flows for each of the three years in the period ended December 31, 2006. These financial
statements arc the responsibility of the Company’s management. Our responsibility is to express an opinion on these
financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
{United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements arc free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated
financial position of Principal Financial Group, Inc. at December 31, 2006 and 2005, and the consolidated results of its
operations and its cash flows for each of the threc years in the period ended December 31, 2006, in conformity with U.S.
generally accepted accounting principles.

As discussed in Note 1 to the consolidated financial statements, in response to new accounting standards, the
Company changed its methods of accounting for certain fixed and variable contract features effective January 1, 2004,
certain non-monetary exchanges of similar productive assets (primarily real estate) effective July 1, 2005, and its pension
and other post-retirement benefits effective December 31, 2006.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the effectiveness of the Company’s internal control over financial reporting as of December 31, 2006, based on
criteria established in Internal Control — Intcgrated Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission and our report dated February 20, 2007 expressed an unqualified opinion thercon.

fs/ Ernst & Young LLP

Des Moines, lowa
February 20, 2007




Principal Financial Group, Inc,

Consolidated Statements of Financial Position

Assets

Fixed maturitics, available-for-sale . . . ... ... . . . . e
Fixed maturities, trading . . .. . ... ... e
Equity securitics, available-for-sale . ... .. . L e e
Equity securities, trading . .. ... ... e
Mortgage toans . . .. ... e e e
Real C8late . e e

Total INVESIMIENTS . . . ot e e e e e e e e e e e
Cash and cash equivalents ... ... . .
Accrued INVESIMENE INCOME . . . oottt e e e e e e e e e e

Deferred policy acquisition costs .. ... o L e
Property and equipmient . . . .. . ... e
Goodwill. . L e e e
Other intangibles . . .. o e
Scparaie acCoUNt ASSEIS . . . . . ..ttt i e e e e
Assets of discontinued operations . . ... . e e
Other a850tS L . L L L e e

Ot B80S . . . . . e e

Liabilities

Contractholder funds . . . ... .. .. . L
Future policy benefits and elaims. ... ... oL o
Other policyholder funds . . . .. ... . e
Short-term debt . . . ... L e
Long-term debt . . ... . e
Income taxes currently payable . . ... ... L L
Deferred income 1axes . ... ... vttt e
Scparate account liabilities ... ... L e
Liabilities of discontinued operations . . . . .. ... ... .. ... ... .o
Other liabilities . . .. L e e e e

Stockholders’ equity
Scries A preferred stock, par value $.01 with liquidation preference of $100 per share —
3.0 million shares authorized, issued and outstanding at December 31, 2006 and 2005 . . .
Scries B preferred stock, par value $.01 with liquidation preference of $25 per share —
10.0 million shares authorized, issued and outstanding at December 31, 2006 and 2005 . .
Common stock, par value $.01 per share — 2,500.0 million shares authorized, 383.6 million
and 381.3 million shares issued, and 268.4 million and 280.6 million shares outstanding at
Dccember 31, 2006 and 2005, respectively . .. ...
Additional paid-in capital . .. ... e
Retained carnings .. ... . e e e e
Accumulated other comprehensive income .. ... ... .
Treasury stock, at cost (115.2 million and 100.7 million shares at December 31, 2006 and
2005, TESPRCHVEIY) .« o vt e e e

Total stockholders” equity . .. oo e e
Total liabilities and stockholders’ equity . ....... . ... .. .. . .

See accompanying notes.

December 31,
2006 2005
(in millions)

$ 44,4035 5 42,1172

3234 113.2
666.6 724.4
181.0 90.3
11,663.9 11,484.3
867.0 900.1
850.7 827.7
1,410.7 1,113.5

60,366.8 57,370.7
1,590.8 1,639.3

723.5 682.3
1,252.3 5927
2,418.9 2,174.1

422.5 419.8

361.9 2823

981.0 202.6

73,779.6 62,070.0
— 103.2

1,760.8 1,498.4
$143,658.1 $127,035.4

$ 36,799.0 3 33,612.1
17,332.6 16,825.5

619.4 657.1
84.1 476.4
1,553.8 898.8
4.2 —
917.2 974.8
73,779.6  62,070.0
45

4,707.4 3,709.0
135,797.3 119,228.2

0.1 0.1

38 38
8,141.8 8,000.0
2,824.1 2,008.6
846.9 994.8

(3,955.9)  (3,200.1)

7,860.8 7,807.2

$143,658.1 $127,0354




Principal Financial Group, Inc.

Consolidated Statements of Operations

For the year ended December 31,
2006 2008 2004

fin millions, except per share data)

Revenues
Premiums and other considerations. . . . .. .. et et e e $4,305.3  $3,975.0 $3,7100
Fees and other reVenUes . ... .. .ttt i i e e 1,902.5 1,717.8  1,491.7
Net IMVESIMENt INCOME o v v e et et et e et e e et et et ee i ea e e 36180 3360.1 32240
Net realized/unrealized capital gains (losses) ... ... oo oo 44.7 (11.2)  (104.8)
TOtal FEVEIMUES + v v v vt et i et e e e e e e e e e e e e e e e s 9,870.5 9,041.7 83209
Expenses .
Benefits, claims, and settlement eXpenses .. ... . e i 56924 52829 49395
Dividends to policyholders . .. . ... ... . o e 290.7 293.0 296.7
OPCTating CXPENSES . . o o\ v ottt it e it i ia e e 2,558.7 23421 21856
Total eXPENSES . .. oottt s 85418 79180 74418
Income from continuing operations before income taxes . ... ............. 1,328.7 1,123.7 879.1
INCOMNE BAXES & o o o e et e et e et e e e et e 295.0 2322 178.2
Income from continuing operations, net of related income taxes ... ...... ... 1,033.7 891.5 700.9
Income from discontinued operations, net of related income taxes . ......... 30.6 273 130.4
Income before cumulative effect of accounting change . . .. ............... 1,064.3 919.0 8313
Cumulative effect of accounting change, net of related income taxes. ... ... .. — — (5.7
NEUINCOME & o o v e e e e et e e et e e e e e e e e e e e e e et 1,064.3 919.0 825.6
Preferred stock dividends . . ... ... .. . L 33.0 17.7 —
Net income available to common stockholders. .. ... ... [ $1,031.3 % 9013 § 8256

Earnings per common share
Basic earnings per common share:

Income from continuing operations, net of related income taxes . ... ...... $ 367 § 303 § 224
Income from discontinued operations, net of related income taxes. .. ...... 0.11 .10 0.42
Income before cumulative effect of accounting change .. ... ...... ... ... 3.78 313 2.66
Cumulative effect of accounting change, net of related income taxes . ... ... — — (0.02)
NCLIMCOTIE .« . o vttt e e e e e e e e s $ 378 § 313 § 264
Diluted earnings per common share:
Income from continuing operations, net of related income taxes . ......... $ 363 $ 301 $ 223
Income from discontinued operations, net of related income taxes. . ..... .. 0.11 0.10 0.41
Income before cumulative effect of accounting change .. ............... 3.74 3.11 2.64
Cumulative effect of accounting change, net of related income taxes ... ... . -— — {(0.02)

N IICOMIC .+ o s o e e e e e e e e e e e e e e e e e e e e e e e e e

See accompanying notes.




Principal Financial Group, Inc.
Consolidated Statements of Stockholders’ Equity

Accumulated

Series A Series B Additional other Total
preferred preferred Common  paid-in - Retained comprehensive Treasury stockholders’
stock stock stock capital  earmings income stock equity
(i millions)
Balances at January 1, 2004 . . ... $— $— $38 $7,153.2 8 6304 $1,171.3  $(1,559.1) $7,399.6
Common stock issued . ......... — — — 412 — — — 41.2

Capital transactions of equity
method investee, net of related

INCOME taXes . . ... v — — — 20.4 — — e 20.4
Stock-based compensation and

additional related tax benefits. . . — - . = 46.2 — — — 46.2
Tax benefits related to initial public

offering costs. . .. ........... — — — 8.4 — — — 8.4
Treasury stock acquired . .. ...... — — — — — — (772.6) (772.6)
Dividends to common stockholders — — — —  (l66.5) — —  {166.5)
Comprchensive income:

Netincome ................ — — — — 8256 — — 825.6

Net unrealized gains, net . ... .. — — —_ —_ —_ 1125 — 112.5
Foreign currency translation :
adjustment, net of related

income taxes . ............ — — — — — 323 — 323
Minimum pension liability, net of
related income taxes. ... .. .. — — — — — (2.8) — (2.8)
Comprehensive income ... ... ... 967.6
Balances at December 31, 2004 . .. — — 3.8  7,2094 1,289.5 1,313.3  (2,331.7) 7,544.3
Series A preferred stock issued . . . — — — 296.0 — —_ — 296.0
Series B preferred stock issued . .. — 0.1 — 245.9 — — — 246.0
Common stock issued .. ........ — — —_ . 599 — — — 59.9
Capital transactions of equity
method investee, net of related
income taxes . .............. — — — (0.1) — — — (0.1)
Stock-based compensation and
additionat related tax benefits. . . — — — 49.1 _ - — 49.1
Tax benefits related to
demutualization . . . .. ........ — — — 163.8 — — — 163.8
Treasury stock acquired . . ... .. .. — — — — — — (868.4) (868.4)
Accelerated stock repurchasc
settlement . . . .............. — — — (84.0) — — — (84.0)
Dividends to common stockholders — — - —  (182.2) — —  (182.2)
Dividends to preferred
stockholders .. ... .......... —_ — — — (17D — — (17.7)
Comprehensive income:
Netincome . ............... -_ —_ — — 9190 — — 919.0
Net unrealized losses, net. .. ... — — — — — (376.0) —  (376.0)
Foreign currency translation
adjustment, net of related
income taxes . ............ — — — — — 63.7 — 63.7
Minimurm pension liability, net of
related income taxes. . ... ... — — — — — (6.2) — (6.2)
Comprehensive income ... ... ... 600.5

Balances at December 31, 2005 . ..

n

$8,000.0 $2,008.6 $ 9948 $(3,200.1) $7,807.2
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Principal Financial Group, Inc.
Consolidated Statements of Stockholders’ Equity — (continued)

Accumulated

Series A Series B Additional other Total
preferred preferred Common paid-in  Retained comprehensive Treasury stockholders’
stock stock stock capital  earnings income stock equity
(in millions)

Balances at January 1, 2006 . .. .. $ — $0.1  $3.8 $8,000.0 $2,008.6 $994.8  $(3,200.1) $7,807.2
Common stock issued . ... ... ... —_ — — 66.2 —_ — —_— 66.2
Capital transactions of equity '

method investee, net of related

INCOME LAXES . . . . .o v e e v v — — - 1.7 —_— — — 1.7
Stock-based compensation and

additionat related tax benefits . . . —_ —_ —_ 73.9 (1.1) — — 72.8
Treasury stock acquired ... ...... — — — — _ - (755.8) (755.8)
Dividends to common stockholders — — — —  (214.7) —_ — (2147
Dividends to preferred

stockholders .. ............. — — — — (33m — — (33.0)
Transition adjustment related to ‘

post-retirement benefit

obligations, net of related

income taxes .. ... ... ... — — —_ — — 233 — 233
Comprchensive income:

Netincome .. .............. — — —_ — 1,064.3 — —  1,064.3

Net unrcalized losses, net. . .. .. —_ — —_ —_ —  (168.9) —_ (168.9)

Foreign currency translation
adjustment, net of related
income taxes ............. —_ —_ 5.0) — (5.0)

Minimum pension liability, net of
related income taxes. .. ... ..

27 — 2.7

Comprehensive income . ........ 893.1
Balances at December 31, 2006 . . . $8,141.8 $2,824.1 $846.9  $(3,955.9) $7,860.8

o
I
o
(=4
—
o
L
[~ -]

See accompanying notes.




Principal Financial Group, Inc.

Consolidated Statements of Cash Flows

For the vear ended December 31,
2006 2005 2004
(in miflions)

Operating activities

NetinCOME . e e e e e e e e $ 01,0643 § 9190 3F 8256
Adjustments to reconcile net income to net cash provided by operating
activities:
Income from discontinued operations, net of related income taxes . . .. .. (30.6) (27.5) (130.4)
Cumulative effect of accounting change, net of related income taxes . . .. —_ — 5.7
Amortization of deferred policy acquisition costs .. ................ 239.2 246.6 210.8
Additions to deferred policy acquisition costs . ... ................. (498.9) (482.1) (477.7)
Accrued investment iNCOME . ... ... . vttt i iiieie e (41.2) (4.9 (21.5)
Net cash flows from (for) trading securities ................... ... (200.3) (37.3) 6.3
Premiums due and other receivables .. ..... ..., ................. (419.1) (70.8) (24.9)
Contractholder and policyholder liabilities and dividends . . . .......... 1,8518 2,006.8 1,749.9
Current and deferred income taxes ............................ 169.6 (453.3) 380
Net realized/unrealized capital (gains) losses. ... .................. (44.7) 11.2 104.8
Depreciation and amortization expense ......................... 1053 99.7 105.7
Mortgage toans held for sale, acquired or originated . ... ............ 427.3)  (2,262.0) (1,142.4)
Mortgage loans held for sale, sold or repaid, netof gain . .. ...... .. .. 761.4 2,326.8 940.3
Real estate acquired through operating activities. . ... .............. (82.3) (44.6) (45.8)
Real estate sold through operating activities . ... .................. 88.6 41.9 84.7
Stock-based compensation . . ... ... .. o o 71.8 48.8 43.4
Other . . .. . (329.1) (192.1) (241.0)
Net adjustments . . ... .o e e 1,214.2 1,207.2 1,205.9
Net cash provided by operating activities . . . ....................... 2,278.5 2,126.2 2,031.5

Investing activities
Available-for-sale securities;

Purchases . . ... ... ... e {7,765.4)  (8,955.1} (10,301.6)

Sales . L e 1,438.9 3,300.5 2,327.1

Maturities ... .. e e e 3,595.8 3,903.2 4.411.0
Mortgage loans acquired or originated . . .. .. ......... .. ...l (2,600.2) (2,485.5)  (2,760.4)
Mortgage loans sold orrepaid. ... ....... ... ... . L. 2,102.6 2,704.5 2,499.6
Real estate acquired . ... ... ... ... .. . e (29.1) - (92.2) (341.5)
Real estate sold . ... ... ... .. .. . e 174.1 319.8 345.6
Net purchases of property and equipment . .. .. ... ... ... ... ....... (50.3) (44.4) (47.5)
Net proceeds from sales of subsidiaries ... ................... ... .. — — 6947
Purchases of interest in subsidiaries, net of cash acquired . . ... ....... .. (769.2) (538.1) (128.1)
Net change in other investments ... .................c..von. ... 9.9 (76.4) 116.5
Net cash used in investing activities . . . ........................... $(3,912.9) $(1,483.7) 3 (3,i84.6)
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Principal Financial Group, Inc.

Consolidated Statements of Cash Flows — (continued)

For the year ended December 31,

2006 2005 2004
(in millions)

Financing activities
Issuance of common stock .. ... ... .. . . e $ 662 $ 599 § 412
Issuance of preferred stock . . . ... .. ... — 542.0 —
Accelerated stock repurchase settlement .. .. ........... ... L. — (84.0) —
Acquisition and sales of treasury stock, net .. ......... . L e (755.8) {868.4) (772.6)
Proceeds from financing clement derivatives . ......... .. ... . 1321 168.4 110.6
Payments for financing element derivatives' . ... .. P (141.0) (123.2) (84.6)
Excess tax benefits from share-based payment arrangements. . ........... 84 - — —
Dividends to common stockholders . . ... ... .o oo oo o s 2147y (182.2) {166.5)
Dividends to preferred stockholders . ........ ... ... ... ... . L (24.7) 17.7) —
Issuance of long-termdebt ... ....... e s U 601.7 137.5 12.1
Principal repayments of long-term debt ... .......... e (21.0) (72.6) (447.2)
Net proceeds (repayments) of short-term borrowmgs R (390.5) - 199.1 (291.4)
[nvestment contract deposits. . . ... ...t e e ' 8,925.7 7,250.0 73124
Investment contract withdrawals . . .. ............. ... ... .0 L. (6859.4) (6,504.5) (5,294.9)
Net increase (decrease) in banking operation deposits ... .............. 258.9 419 (5.0)
Net cash provided by financing activities . ............. ... ......... 1,585.9 5462 414.1
Discontinued operations '
Net cash provided by (used in) operating activities. ... ........ I (1.1 1251 (627.7)
Net cash used in investing activities. . ... ....... ... ... .. v nannn 0.9) (125.0) (473.7)
Net cash provided by financing activities . ..................... .. ... — — 600.0
Net cash provided by (used in) discontinued operations . ............... 2.0 0.1 (501.4)
Net incrcase (decrease) in cash and cash equivalents . ................. (50.5) 1,188.8  (1,240.4)
Cash and cash equivalents at beginning of year .. .................... 1,641.3 452.5 1,692.9
Cash and cash equivalents at end of year ... ....................... $1,590.8 $ 16413 § 4525
Cash and cash equivalents of discontinued operations included above

At beginning of year. . ... ... ... . .. i $ 20 § 1.9 § 5033

Atend of Year . ..ol e e e e $ — § 20 % 1.9
Schedule of noncash transactions

$ —

Tax benefits related to demutualization .. ... ... oo oo $ - § 1638

See accompanying notes.
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Principal Financial Group, Inc.
Notes to Consolidated Financial Statements
December 31, 2006

1. Nature of Operations and Significant Accounting Policies
Description of Business

Principal Financial Group, Inc. (“the Company™), along with its consolidated subsidiarics is a diversified financial
services organization engaged in promoting retirement savings and investment and insurance products and services in the
U.S. and sclected international markets,

Basis of Presentation

The accompanying consolidated financial statements, which include our majority-owned subsidiaries and
consolidated variable interest entities (“VIEs”), have been prepared in conformity with U.S. gencrally accepted
accounting principles (“U.S. GAAP”). Less than majority-owned eatities in which we had at least a 20% interest and
LLCs, partnerships and real estate joint ventures in which we had at least a 5% interest, are reported on the equity basis
m the consolidated statements of financial position as other investments. Investments in LLCs, partnerships and real
estate joint ventures in which we have an ownership percentage of 3% to 5% are accounted for under the equity or cost
method depending upon the specific facts and circumstances of our ownership and involvement. All significant
intercompany accounts and transactions have been eliminated. Information included in the notes to the financial
statements excludes information applicable to less than majority-owned cntities reported on the equity and cost methods,
unless otherwise noted.

Closed Block

Principal Life Insurance Company (“Principal Life”) operates a closed block (“Closed Block™) for the benefit of
individual participating dividend-paying policies in force at the time of the 1998 mutual insurance holding company
(“MIHC") formation. See Note 9, Closed Block, for further details.

Use of Estimates in the Preparation of Financial Statements

The preparation of our consolidated financial statements and accompanying notes requires management to make
estimates and assumptions that affect the amounts reported and disclosed. These estimates and assumptions could
change in the future as more information becomes known, which could impact the amounts reported and disclosed in the
consolidated financial statements and accompanying notes.

Recent Accounting Pronouncements

The Financial Accounting Standards Board (the “FASB”) issued Statement of Financial Accounting Standards
(“SFAS”) No. 158, Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans, an amendment of
FASB Statements No. 87, 88, 106 and 132R (“SFAS 158”), on September 29, 2006. SFAS 158 requires an entity to
recognize in its statement of financial position an asset for a defined benefit postretirement plan’s overfunded status or a
liability for a plan’s underfunded status. This statement eliminates the ability to choose a measurement date, by requiring
that plan assets and benefit obligations be measured as of the annual balance sheet date. The requirement to recognize
the funded status of a defined benefit postretirement plan and the disclosure requirements are effective for fiscal years
ending after December 15, 2006, and did not have a material impact on our consolidated financial statements. The
requirement to measure plan assets and benefit obligations as of the annual balance sheet date is effective for fiscal years
ending after December 15, 2008. See Note 14, Employee and Agent Benefits, for further details.

On September 15, 2006, the FASB issued SFAS No, 157, Fair Value Measurements (“SFAS 1577). This standard,
which provides guidance for using fair value to measure assets and liabilities, applies whenever other standards require or
permit asscts or liabilities to be measured at fair value, but does not expand the use of fair value in any new
circumstances. SFAS 157 establishes a fair value hierarchy that gives the highest priority to quoted prices in active
markets und the lowest priority to unobservable data, and requires fair value measurements to be scparately disclosed by
level within the hicrarchy. SFAS 157 is effective for financial statements issued for fiscal years beginning after
November 15, 2007. We are still evaluating the impact this guidance will have on our consolidated financial statements.

The staff of the United States Securities and Exchange Commission (“SEC”) published Staff Accounting Bulletin
(“SAB”) No. 108, Considering the Effects of Prior Year Misstatements when Quantifying Misstaterments in Current Year
Financial Statements (“SAB 108™), on September 13, 2006. SAB 108 addresses quantifying the financial statement effects
of misstatements, specifically, how the effects of prior year uncorrected errors must be considered in quantifying
misstatements in the current year financial statements. Under SAB 108, registrants are required to quantify the effects on
the current year financial statements of correcting all misstatements, including both the carryover and reversing effects of
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Principal Financial Group, Inc,
Notes to Consolidated Financial Statements — (continued)

1. Nature of Operations and Significant Accounting Policies — {continued)

uncorrected prior year misstatements. After considering all relevant quantitative and qualitative factors, if a misstatement
is material, a registrant’s prior year financial statements must be restated. SAB 108 offers special transition provisions
only for circumstances where its application would have altered previous materiality conclusions. When applying the
special transition provisions, instead of restating prior period financial statements, a registrant must record the effect as a
cumulative-cffect adjustment to beginning-of-year retained earnings. SAB 108 is effective for fiscal years ending after
November 15, 2006. SAB 108 did not have a material impact on our consolidated financial statements.

On July 13, 2006, the FASB issued FASB Interpretation (“FIN") No. 48, Accounting for Uncertainty in Income Taxes
(“FIN 487). FIN 48, which is an interpretation of SFAS No. 109, Accounting for Income Taxes, prescribes a recognition
threshold and measurement attribute for the financial statement recognition and measurement of a tax position taken, or
expected to be taken, in a tax return. FIN 48 requires the affirmative evaluation that it'is more likely than not, based on
the technical merits of a tax position, that an enterprise is entitled to economic benefits resulting from positions taken in
income tax returns. If a tax position does not meet the more-likely-than-not recognition threshold, the benefit of that
position is not recognized in the financial statements. FIN 48 also requires companies to disclose additional quantitative
and qualitative information in their financial statements about uncertain tax positions. FIN 48 is effective for fiscal years
beginning after December 15, 2006, and the cumulative effect of applying this Interpretation shall be reported as an
adjustment to the opening balance of retained earnings for that fiscal year. FIN 48 is not expected to have a material
impact on our cansolidated financial statements, ‘

On March 17, 2006, the FASB issued SFAS No. 156, Accounting for Servicing of Financial Assets(“SFAS 156”), which
amends SFAS No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities
(“SFAS 140”). This Statement (1) requires an entity to recognize a servicing asset or liability each time it undertakes an
obligation to service a financial asset by entering into a servicing contract in specified situations, (2) requires all
separately recognized servicing assets and liabilities to be initially measured at fair value, (3) for subsequent
measurement of each class of separately recognized servicing assets and liabilities, allows an entity to elect either the
amortization or fair value measurement method, (4) permits a one-time reclassification of available-for-sale ("AFS”)
securities to trading securities by an entity with recognized servicing rights, without calling into question the treatment of
other AFS securities, provided the AFS securities are identified in some manner as offsctting the entity’s exposure to
changes in fair value of servicing assets or liabilities that a servicer elects 10 subsequently measure at fair value, and
(5) requires separate presentation of servicing assets and liabilities measured at fair value in the statement of financial
position and also requires additional disclosures. The initial measurement requirements of this statement should be
applied prospectively to all transactions entered into after the fiscal year beginning after September 15, 2006, The
election related to the subsequent measurement of servicing assets and liabilities is also effective the first fiscal year
beginning after September 15, 2006. SFAS 156 is not expected to have a material impact on our conselidated financial
statements. . ;

On February 16, 2006, the FASB issued SFAS No. 155, Accounting for Certain Hybrid Financial Instruments — an
amendment of FASB Statements No. 133 and 140 (“SFAS 155”), which amends SFAS No. 133, Accounting for Derivative
Instruments and Hedging Activities (“SFAS 133”) and SFAS 140. SFAS 155 (1) permits fair value remeasurement for any
hybrid financial instrument that contains an embedded derivative that otherwise would require bifurcation, (2) clarifies
which interest-only and principal-only strips are not subject to the requirements of SFAS 133, (3) establishes a
requirement to evaluate interests in securitized financial assets to identify interests that are freestanding derivatives or
that are hybrid financial instruments that contain an embedded derivative requiring bifurcation, (4) clarifies that
concentrations of credit risk in the form of subordination are not embedded derivatives, and (5) amends SFAS 140 to
eliminate the prohibition on a qualifying special-purpose entity from holding a derivative financial instrument that
pertains to a beneficial interest other than another derivative financial instrument. This Statement is effective for all
financial instruments acquired or issued after the beginning of an entity’s fiscal year that begins after September L5, 2006.
At adoption, the fair value election may also be applied to hybrid financial instruments that have been bifurcated under
SFAS 133 prior to adoption of this Statement. Any changes resulting from the adoption of this Statement should be
recognized as a cumulative effect adjustment to beginning retained earnings. SFAS 155 is not expected to have a material
impact on our consolidated financial statements.

On September 19, 2005, the Accounting Standards Executive Committee (“AcSEC”) issued Statement of Position
(“SOP”) 05-1, Accounting by Insurance Enterprises for Deferred Acquisition Costs in Connection With Modifications or
Exchanges of Insurance Contracts {“SOP 05-1”). AcSEC defines an internal replacement as a modification in product
benefits, features, rights, or coverages that occurs by the exchange of a contract for a new contract, or by amendment,
endorsement, or rider to a contract, or by the election of a feature or coverage within a contract. An internal replacement
that is determined to result in a replacement contract that is substantially unchanged from the replaced contract should
be accounted for as a continuation of the replaced contract. Contract modifications resulting in a replacement contract
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that is substantially changed from the replaced contract should be accounted for as an extinguishment of the replaced
contract and any unamortized deferred policy acquisition costs, unearned revenue liabilities, and deferred sales
inducement costs from the replaced contract should be written off and acquisition costs on the new contracts capitalized
as appropriate. This SOP is effective for internal replacements occurring in fiscal years beginning after December 15,
2006. SOP 05-1 is not expected to have a material impact on our consolidated financial statements.

On May 30, 2005, the FASB issued SFAS No. 154, Accounting Changes and Error Corrections, a replacement of APB
Opinion No. 20 and FASB Statement No. 3 (“SFAS 154”), which changes the requirements for the accounting and
reporting of a change in accounting principle. Under SFAS 154, a change in accounting principle should be
retrospectively applied to all prior periods, unless it is impracticable to do so. This retrospective application requirement
replaces the Accounting Principles Board (“APB”) Opinion No. 20, Accounting Changes (“APB 20"), requirement to
recognize changes in accounting principle by including the cumulative effect of the change in net income during the
current period. SFAS 154 applies to all voluntary changes in accounting principles where we are changing to a more
preferable accounting method, as well as 1o changes required by an accounting pronouncement that does not contain
specific transition provisions. SFAS 154 carries forward without change the guidance contained in APB 20 for reporting
the correction of an error in previously issued financial statements and a change in accounting estimate. SFAS 154 is
effective for accounting changes on or after January 1, 2006. SFAS 154 does not change the transition provisions of any
existing accounting pronouncements.

On December 21, 2004, the FASB issued FASB Staff Position (“FSP”) No. 109-2, Accownting and Disclosure
Guidance for the Foreign Eaming Repatriation Provision within the American Jobs Creation Act of 2004 (“FSP 109-2"). The
American Jobs Creation Act of 2004 was enacted on October 22, 2004, and introduces, among other things, a special
one-time dividends received deduction on the repatriation of certain foreign earnings to a U.S. taxpayer (“repatriation
provision™), provided certain criteria are met. FSP 109-2 was issued to allow additional time for companies to determine
whether any foreign carnings will be repatriated under the Act’s repatriation provision, given the law was enacted late in
the year and certain provisions were unclear. Under FSP 109-2, companies that took the additional time were required to
provide disclosures about the status of the company’s evaluation and the potential effects of its decision. FSP 109-2 was
effective for the year ended December 31, 2004. See Note 13, Income Taxes, for further details.

On December 16, 2004, the FASB issued SFAS No. 123 (revised 2004), Share-Based Payment (“SFAS 123R”).
SFAS 123R requires all share-based payments to employees to be recognized at fair value in the financial statements.
SFAS 123R replaces SFAS No. 123, Accounting for Stock-Based Compensation (“SFAS 123”), supersedes APB Opinion
No. 25, Accounting for Stock Issued to Employees (“APB 257), and SFAS No. 148, Accounting for Stock-Based
Compensation-Transition and Disclosure — an Amendment of FASB Statement No. 123 and amends SFAS No. 95,
Statement of Cash Flows, On April 14, 2005, the SEC approved a new rule delaying the effective date of SFAS 123R to
annual periods that begin after June 15, 2005. Accordingly, we adopted SFAS 123R effective January 1, 2006 using the
modified-prospective method. - -

The provisions of our stock awards allow approved retirees to retain all or a portion of their awards if they retire
prior to the end of the required service period. SFAS 123R considers this to be a nonsubstantive service condition.
Accordingly, it is appropriate to recognize compensation cost either immediately for stock awards granted to retirement
eligible employees, or over the period from the grant date to the date retirement eligibility is achieved, if retirement
eligibility is expected to occur during the nominal vesting period. Our approach was to follow the widespread practice of
recognizing compensation cost over the explicit service period (up to the date of actual retirement). For any awards that
are granted after our adoption of SFAS 123R on January 1, 2006, we recognize compensation cost through the period
that the employee first becomes eligible to retire and is no longer required to provide service to earn the award. If we had
applied the nonsubstantive vesting provisions of SFAS 123R to awards granted prior to January 1, 2006, our consolidated
financial statements would not have been materially impacted.

SFAS 123R requires that the beriefits of tax deductions in excess of recognized compensation cost be reported as a
financing cash flow, rather than as an operating cash flow. This requirement reduces net operating cash flows and
increascs net financing cash flows in periods after the effective date.

Under the modified-prospective method, any excess income tax deduction realized for awards accounted for under
SFAS 123R (regardless of the type of award or the jurisdiction in which the tax benefit is gencrated) is eligible to absorb
write-offs of deferred income tax assets for any awards accounted for under SFAS 123R. SFAS 123R does not require
separate pools of excess income tax benefits for separate types of awards, rather the excess income tax benefits of
employee and nonemployee awards may be combined in a single pool of excess tax benefits. Qur policy is to pool the
employee and nonemployee awards together in this manner. Deferred income tax asset write-offs resulting from deficient
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deductions on employee awards may be offset against previous excess income tax benefits arising from nonemployee
awards, and vice versa.

This Statement did not have a material impact on our consolidated financial statements as we began expensing all
stock options using a fair-value based method effective for the year beginning January 1, 2002. In addition, any stock
options granted prior to January 1, 2002 were fully vested at the time of adoption of SFAS 123R. We use the Black-
Scholcs formula to estimate the value of stock options granted to employees. We applied the prospective method of
transition as prescribed by SFAS 123 when we elected to begin expensing stock-based compensation in 2002. The
cumulative effect of the change in accounting principle as a result of adopting SFAS 123R is immaterial. Therefore, the
pre-tax cumulative effect of the change in accounting principle is reflected in operating expenses.

See Note 20, Stock-Based Compensation Plans, for further. details.

In December, 2004, SFAS No. 153, Exchange of Nonmonetary Assets, an amendment of APB Opinion No. 29
(“SFAS 153”), was issued. APB Opinion No. 29, Accounting for Nonmonetary Transactions (“APB 297), provided the basic
principle that exchanges of nonmonetary assets should be measured based on the fair value of the assets exchanged.
However, APB 29 provided an exception that allowed certain exchanges of similar productive assets to be recorded at
book value. SFAS 153 amends APB 29 to eliminate this exception and requires non-monetary exchanges that meet
certain criteria to be accounted for at fair value. We adopted SFAS 153 and are applying its guidelines to nonmonetary
exchanges occurring on or after July 1, 2003,

On March 9, 2004, the SEC Staff issued SAB No.105, Application of Accounting Principles to Loan Commitments
(“SAB 105™), in which the SEC Staff expressed their view that the fair value of recorded loan commitments, including
interest rate lock commitments (“IRLCs”), that are required to follow derivative accounting under SFAS 133, should not
consider the expected future cash flows related to the associated servicing of the loan. We record IRLCs at zero value at
date of issuance with subsequent gains or losses measured by changes in market interest rates. Therefore, this SAB did
not have a material impact on our consolidated financial statements.

On July 7, 2003, the AcSEC issued SOP 03-1, Accounting and Reporting by Insurance Enterprises for Certain
Nontraditional Long Duration Contracts and for Separate Accounts (“SOP 03-17). This SOP addresses an insurance
enterprise’s accounting for certain fixed and variable contract features not covered by other authoritative accounting
guidance. We adopted SOP 03-1 effective January 1, 2004, and recorded a cumulative effect of accounting change of
$(5.7) million, which is net of income tax benefits of $3.0 million. The accounting change impacted our Life and Health
Insurance, U.S. Asset Management and Accumulation and International Asset Management and Accumulation
segments.

SOP 03-1 addresses the classification of contracts and calculation of an additional liability for contracts that contain
significant insurance features. The adoption of the guidance required the recognition of an additional liability in cases
where the insurance benefit feature resulted in gains in early years followed by losses in later years. The accrual and
release of the additional liability also impacted the amortization of deferred policy acquisition costs (“DPAC”). As of
January 1, 2004, we increased future policyholder benefits due to our no lapse guarantee feature of our universal life and
variable universal life products within our Life and Health Insurance scgment and for variable annuities with guaranteed
minimum death benefits in our U.S. Asset Management and Accumulation segment. This resulted in an after-tax
cumulative effect of $(0.9) million in the Life and Health Insurance segment and $(1.5) million in the U.S. Asset
Management and Accumulation segment.

SOP 03-1 also requires contracts which provide for potential benefits in addition to the account balance that are
payable only upon annuitization to establish an additional liability if the present valuc of the annuitized benefits exceeds
the expected account balance at the expected annuitization date. In that regard, we also had an after-tax cumulative
effect related to an equity method investment within our [nternational Asset Management and Accumuiation segment of
$(3.3) million, net of income taxes, as of January 1, 2004, for select deferred annuity products, which include guaranteed
annuitization purchase rates.

In addition, the guidance clarifies the accounting and classification for sales inducements. Although the valuation
impacts were immaterial, we reclassified $30.3 million of sales inducements from DPAC 1o other assets as of January 1,
2004. -

Cash and Cash Equivalents

Cash and cash equivalents include cash on hand, money market instruments and other debt issues with a maturity
date of three months or less when purchased.
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We classify our fixed maturity and equity investments into one of two categorics: available-for-sale or trading. We
determine the appropriate classification of fixed maturity securities at the time of purchase. Fixed maturity securities
include bonds, morigage-backed securities and redeemable preferred stock. We classify fixed maturity securities as either
available-for-sale or trading and, accordingly, carry them at fair value. (See Note 17, Fair Value of Financial Instruments,
for policies related to the determination of fair value.) Unrealized gains and losses related to available-for-sale securities,
excluding those in fair value hedging relationships, are reflected in stockholders’ equity, net of adjustments related to
DPAC, sales inducements, unearned revenue reserves, policyholder dividend obligation (“PDO™), derivatives in cash flow
hedge relationships and applicable income taxes. Unrealized gains and losses rclated to trading securities and
available-for-sale sccuritics in fair value hedging relationships are reflected in net income as net realized/unrealized
capital gains (losscs).

The cost of fixed maturity securitics is adjusted for amortization of premiums and accrual of discounts, both
computed using the interest method. The cost of fixed maturity securities is adjusted for declines in value that are other
than temporary. Impairments in value deemed to be other than temporary are reported in nel income as a component of
net realized/unrealized capital gains (losses). For loan-backed and structured sccurities, we recognize income using a
constant effective yicld based on currently anticipated prepayments using a tool which models the prepayment behavior
of the underlying collateral based on the current interest rate environment.

Equity sccurities include mutual funds, common stock and nonredeemable preferred stock. The cost of equity
securities is adjusted for declines in value that are other than temporary. Impairments in value deemed to be other than
lemporary are reported in net income as a component of net.realized/unrealized capital gains (losses). Equity securities
are classified as available-for-sale or trading and, accordingly, are carried at fair valuc. (See Note 17, Fair Value of
Financial Instruments, for policies related to the determination of fair valuc.) Unrealized gains and losscs related to
available-for-sale sccuritics are reflected in stockholders’ equity, net of related DPAC, sales inducements, unearned
revenue reserves, PDO, and applicable income taxes. Unrealized gains and losses related 1o trading securities are
reflected in net income as net realized/unrealized capital gains (losses).

Real estate investments are rcported at cost less accumulated depreciation. The initial cost bases of properties
acquired through loan foreclosures are the lower of the fair market values of the properties at the time of forectosure or
the outstanding loan balance. Buildings and land improvements are generally depreciated on the straight-line method
over the estimated uscful life of improvements, and tenant improvement costs are depreciated on the straight-line
method over the term of the related lease. We recognize impairment losses for properties when indicators of impairment
arc present and a property’s expected undiscounted cash flows are not sufficient to recover the property’s carrying value.
In such cases, the cost bases of the properties are reduced to fair value. Real estate cxpected to be disposed is carried at
the lower of cost or fair value, less cost to sell, with valuation allowances established accordingly and depreciation no
longer recognized, Any impairment losses and any changes in valuation allowances are reported in net income.

Commercial and residential nortgage loans are generally reported at cost adjusted for amortization of premiums
and accrual of discounts, computed using the interest method, net of valuation allowances, and direct write-downs for
impairment. Any changes in the valuation allowances are reported in net income as net realized/unrealized capital gaing
(losscs). We measure impairment based upon the present value of expected cash flows discounted at the loan’s effective
interest rate or the leoan’s observable market price. If foreclosure is probable, the measurement of any valuation
allowance is based upon the fair value of the collateral. We have commercial mortgage loans held-for-sale in the amount
of $77.3 million and $412.1 million at December 31, 2006 and 2003, respectively, which are carried at lower of cost or fair
value, less cost to sell, and reported as mortgage loans in the statements of financial position.

Net realized capital gains and losses on sales of investments are determined on the basis of specific identification. In
general, in addition 1o realized capital gains and losses on investment sales, unrealized gains and losses related to other
than temporary impairments, trading securities, certain seed money investments, fair value hedge ineffectiveness,
derivatives not designated as hedges and changes in the mortgage lean allowance are reported in net income as net
realized/unrealized capital gains (losses). Investment gains and losses on sales of certain real estate held-for-sale, which
do not meet the criteria for classification as a discontinued operation, are reported as net investment income and are
excluded from net realized/unrealized capital gains (losses).

Policy loans and other investments, excluding investments in unconsolidated entities, are primarily reported at cost.
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We, along with other contributors, sell commercial mortgage loans to trusts that, in turn, securitize the assets. As
these trusts are classified as qualifying special purpose entities (“QSPE™) pursuant to the guidance of SFAS 140, we
recognize the gain on the sale of the loans to the trust and the trusts are not required to be consolidated under the
provisions of FIN No. 46 (Revised 2003), Consolidation of Variable Interest Entities (“FIN 46R”). There is significant
judgment used to determine whether a trust is a QSPE. To maintain QSPE status, the trust must continue to meet the
QSPE criteria both initially and in subsequent periods. We have analyzed the governing pooling and servicing agreements
for each of our securitizations and believe that the terms are industry standard and are consistent with the QSPE criteria.
If at any time we determine a trust no longer qualifies as a QSPE, each trust will need to be reviewed to determine if
there is a need to recognize the commercial mortgage loan asset in the statement of financial position along with the
offsetting liability. In addition, certain industry practices related to the qualifying status of QSPE's are being discussed by
the FASB and could impact the accounting for existing and/or future transactions.

Derivatives

Overview. Derivatives are financial instruments whose values are derived from interest rates, foreign exchange
rates, financial indices or the values of securities. Derivatives generally used by us include interest rate swaps, swaptions,
futures, currency swaps, currency forwards, credit default swaps, total return swaps, interest rate lock commitments, bond
forwards, mortgage-backed forwards, commodity swaps and options. Derivatives may be exchange traded or contracted in
the over-the-counter market. Derivative positions are either assets or liabilities in the consolidated statements of financial
position and are measured at fair value, generally by obtaining quoted market prices or through the use of pricing
models. Fair values can be affected by changes in interest rates, foreign exchange rates, financial indices, values of
securities, credit spreads, and market volatility and liquidity.

Accounting and Financial Statement Presentation. We designate derivatives as either:

(a) a hedge of the exposure to changes in the fair value of a recognized asset or liability or an unrecognized firm
commitment, including those denominated in a foreign currency (“fair value” hedge);

(b) a hedge of a forecasted transaction or the exposure to variability of cash flows to be received or paid related to a
recognized asset or liability, including those denominated in a foreign currency (“cash flow” hedge);

(c) a hedge of a net investment in a foreign operation; or
(d) a derivative not designated as a hedging instrument.

Our accounting for the ongoing changes in fair value of a derivative depends on the intended use of the derivative
and the designation, as described above, and is determined when the derivative contract is entered into or at the time of
redesignation under SFAS 133. Hedge accounting is used for derivatives that are specifically designated in advance as
hedges and that reduce our exposure to an indicated risk by having a high correlation between changes in the value of the
derivatives and the items being hedged at both the inception of the hedge and throughout the hedge period.

Fair Value Hedges. When a derivative is designated as a fair value hedge and is determined to be highly effective,
changes in its fair value, along with changes in the fair value of the hedged asset, liability or firm commitment attributable
to the hedged risk, are reported in net realized/unrealized capital gains (losses). Any difference between the net change
in fair value of the derivative and the hedged item represents hedge ineffectiveness.

Cash Flow Hedges. When a derivative is designated as a cash flow hedge and is determined to be highly effective,
changes in its fair value are recorded as a component of other comprehensive income. Any hedge ineffectivencss is
recorded immediately in net income. At the time the variability of cash flows being hedged impact net income, the related
portion of deferred gains or losses on the derivative instrument is reclassified and reported in net income.

Net Investment in a Foreign Operation Hedges. When a derivative is used as a hedge of a net investment in a forcign
operation, its change in fair value, to the extent effective as a hedge, is recorded as a component of other comprehensive
income. Any hedge incffectiveness is recorded immediately in net income. If the foreign operation is sold or upon
complete or substantially complete liquidation, the deferred gains or losses on the derivative instrument are reclagsificd
into net income.

Non-Hedge Derivatives. If a derivative does not qualify or is not designated for hedge accounting, all changes in fair
value are reported in net income without considering the changes in the fair value of the economically associated assets
or liabilities. .

In our commercial mortgage backed securitization operation, we enter into commitments to fund commercial
mortgage loans at specified interest rates and other applicable terms within specified periods of time. These
commitments are legally binding agreements to extend credit to a counterparty. Loan commitments that will be held for
sale are tecognized as derivatives and are recorded at fair value.
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Hedge Documentation and Effectiveness Testing. 'We formally document all relationships between hedging instruments
and hedged items, as well as our risk management objective and strategy for undertaking various hedge transactions. This
process includes associating all derivatives designated as fair value or cash flow hedges with specific assets or liabilities on
the statement of financial position or with specific firm commitments or forccasted transactions. Effectiveness of the
hedge is formally assessed at inception and throughout the life of the hedging relationship, Even if a derivative is highly
effective and qualifics for hedge accounting treatment, the hedge might have some ineffectiveness.

We use qualitative and quantitative methods to assess hedge effectiveness. Qualitative methods may include
monitoring changes to terms and conditions and counterparty credit ratings. Quantitative methods may include statistical
tests including regression analysis and minimum variance and dollar offset techniques. If we determine a derivative is no
longer highly cffective as a hedge, we prospectively discontinue hedge accounting.

Termination of Hedge Accounting. We prospectively discontinue hedge accounting when (1) the criteria to qualify for
hedge accounting is no longer met, ¢.g., a derivative is determined to no longer be highly effective in offsetting the change
in fair value or cash flows of a hedged item; (2) the derivative expires, is sold, terminated or exercised; or (3) we remove
the designation of the derivative being the hedging instrument for a fair value or cash flow hedge.

If it is determined that a derivative no longer qualifics as an effective hedge, the derivative will continue to be carried
on the statement of financial position at its fair value, with changes in fair value recognized currently in net realized/
unrealized capital gains (losses). The asset or liability under a fair value hedge will no longer be adjusted for changes in
fair value pursuant to hedging rules and the existing basis adjustment is amortized to the statement of operations line
associated with the asset or liability. The component of other comprehensive income related to discontinued cash flow
hedges that are no longer highly effective is amortized to the statement of operations consistent with the net income
impacts of the original hedged cash flows. If a cash flow hedge is discontinued because a hedged forecasted transaction is
no longer probable, the deferred gain or loss is immediately reclassified from other comprehensive income into net
income,

Embedded Derivatives. We purchase and issue financial instruments and products that contain a derivative that is
embedded in the financial instrument or product. We assess whether this embedded derivative is clearly and closely
related to the asset or liability that serves as its host contract. If we deem that the embedded derivative’s terms are not
clearly and closely related to the host contract, and a separate instrument with the same terms would qualify as a
derivative instrument, the derivative is bifurcated from that contract and held at fair value on the statement of financial
position, with changes in fair value reported in net income.

Contractholder and Policyholder Liabilities

Contractholder and policyholder liabilitics (contractholder funds, future policy benefits and claims and other
policyholder funds) include reserves for investment contracts and reserves for universal life, limited payment,
participating, traditional and group lifc insurance, accident and health insurance and disability income policies, as well as
a provision for dividends on participating policies.

Investment contracts arc contractholders’ funds on deposit with us and generally include reserves for pension and
annuity contracts. Reserves on investment contracts are equal to the cumulative deposits less any applicable charges and
withdrawals plus credited intcrest. Reserves for universal life insurance contracts are equal to cumulative deposits less
charges plus credited interest, which represents the account balances that accrue to the benefit of the policyholders.

We hold additional rescrves on certain long duration contracts where benefit features result in gains in early years
followed by losses in later years, universal life/variable universal life contracts that contain no lapse guaraniee features, or
annuities with guaranteed minimum death benefits.

Reserves for nonparticipating term life insurance and disability income contracts are computed on a basis of
assumed investment yield, mortality, morbidity and expenses, including a provision for adverse deviation, which generally
varies by plan, year of issue and policy duration. Investment yield is based on our experience. Mortality, morbidity and
withdrawal rate assumptions are based on our experience and are periodically reviewed against both industry standards
and experience.

Reserves for participating life insurance contracts are based on the net level premium reserve for death and
endowment policy benefits, This net level premium reserve is calculated based on dividend fund interest rates and
mortality rates guaranteed in calculating the cash surrender values described in the contract.
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Participating business represented approximately 20%, 24% and 28% of our life insurance in force and 59%, 62%
and 64% of the number of life insurance policies in force at December 31, 2006, 2005 and 2004, respectively. Participating
business represented approximately 56%, 58% and 60% of life insurance premiums for the years ended December 31,
2006, 2005 and 2004, respectively. The amount of dividends to policyholders is approved annually by Principal Life’s
Board of Dircetors. The amount of dividends to be paid to policyholders is determined after consideration of several
factors including interest, mortality, morbidity and other expense experience for the year and judgment as to the
appropriate level of statutory surplus to be retained by Principal Life. At the end of the reporting period, Principal Life
establishes a dividend liability for the pro rata portion of the dividends expected to be paid on or before the next policy
anniversary date. ' :

Some of our policics and contracts require payment of fees in advance for services that will be rendered over the
estimated lives of the policies and contracts. These payments are established as unearned revenue reserves upon receipt
and included in other policyholder funds in the consolidated statements of financial position. These unearned revenue
reserves are amortized to operations over the estimated lives of these policies and contracts in relation to the emergence
of estimated gross profit margins,

The liability for unpaid accident and health claims is an estimate of the ultimate net cost of reported and unreported
losses not yet settled. This liability is estimated using actuarial analyses and case basis cvaluations. Although considerable
variability is inherent in such estimates, we believe that the liability for unpaid claims is adequate. These estimates arc
continually reviewed and, as adjustments to this liability become necessary, such adjustments are reflected in current
operations.

Recognition of Premiums and Other Considerations, Fees and Other Revenues and Benefits

Traditional individual life insurance products include those products with fixed and guaranteed premiums and
benefits and consist principaily of whole life and term life insurance policies. Prcmiums from these products are
recognized as premium revenue when due. Related policy benefits and expenses for individual life and annuity products
are associated with carned premiums and result in the recognition of profits over the expected term of the policies and
contracts.

Immediate annuities with life contingencies include products with fixed and guaranteed annuity considerations and
benefits and consist principally of group and individual single premium annuities with life -contingencies. Annuity
considerations from these products are recognized as revenue. However, the collection of these annuity considerations
does not represent the completion of the earnings process, as we ¢stablish annuity reserves, using estimates for mortality
and investment assumptions, which include provision for adverse deviation as required by U.S. GAAP. We anticipate
profits to emerge aver the life of the annuity products as we earn investment income, pay benefits and release reserves.

Group lifc and health insurance premiums are generally recorded as premium revenue over the term of the
coverage. Certain group contracts contain experience premium refund provisions bascd on a pre-defined formula that
reflects their claim experience. Experience premium refunds are recognized over the term of the coverage and adjusted
to reflect current experience. Fees for contracts providing claim processing or other administrative services are recorded
over the period the service is provided. Related policy benefits and expenses for group life and health insurance products
are associated with earned premiums and result in the recognition of profits over the term of the policies and contracts.

Universal life-type policies are insurance contracts with terms that are not fixed. Amounts received as payments for
such contracts are not reported as premium revenues. Revenues for universal life-type insurance contracts consist of
policy charges for the cost of insurance, policy initiation and administration, surrender charges and other fees that have
been assessed against policy account values and investment income. Policy benefits and claims that are charged to
expense include interest credited to contracts and bencefit claims incurred in the period in excess of related policy account
balances.

Investment contracts do not subject us to significant risks arising from policyholder mortality or morbidity and
consist primarily of Guaranteed Investment Contracts (“GICs”), funding agreements and certain deferred annuities.
Amounts received as payments for investment contracts arc cstablished as investment contract liability balances and are
not reported as premium revenues. Revenues for investment contracts comsist of investment income and policy
administration charges. Investment contract benefits that are charged to expense include benefit claims incurred in the
period in excess of related investment contract liability balances and interest credited to investment contract liability
balances. ‘

Fees and other revenues are earned for asset management services provided to retail and institutional clients based
largely upon contractual rates applied to the market value of the client’s portfolio. Additionally, fees and other revenues
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are earned for administrative services performed including recordkeceping and reporting services for retirement savings
plans. Fees and other revenues received for performance of asset management and administrative services are recognized
as revenue when the service is performed or carned.

Deferred Policy Acquisition Costs

Commissions and other costs (underwriting, issuance and field expenses) that vary with and are primarily related to
the acquisition of new and renewal insurance policics and investment contract business are capitalized to the extent
recoverable. Maintenance costs and acquisition costs that are not deferrable are charged to operations as incurred.

DPAC for universal life-type insurance contracts, participating lifc insurance policies and investment contracts are
being amortized over the lives of the policies and contracts in relation to the emergence of estimated gross profit margins.
For investment conlracts pertaining to individual and group annuitics which have separate account investment options,
we utilize a mean reversion method (reversion 10 the mean assumption), a common industry practice, to determine the
future domestic equity market growth assumption used for the amortization of DPAC. This amortization is adjusted in
the current period when estimates of estimated gross profit are revised. The DPAC of nonparticipating term life
insurance policies are being amortized over the premium-paying period of the related policies using assumptions
consistent with those used in computing policyholder liabilities.

DPAC are subject to recoverability testing at the time of policy issue and loss recognition testing on an annual basis,
or when an event occurs that may warrant loss recognition. If loss recognition is necessary, DPAC would be written off 1o
the extent that it is determined that future policy premiums and investment income or gross profits arc not adequate to
cover rclated losses and expenses.

Long-Term Debt

Long-term debt includes notes payable, nonrecourse mortgages and other debt with a maturity date greater than onc
year at the date of issuance. Current maturities of long term debt are classified as long-term debt in our statement of
financial position.

Reinsurance

We enter into reinsurance agreements with other companies in the normal course of business. We may assume
reinsurance from or cede reinsurance to other companies. Assets and liabilities related (o reinsurance ceded are reported
on a gross basis. Premiums and expenses are reported net of reinsurance ceded. We are contingently liable with respect to
rcinsurance ceded to other compunies in the event the reinsurer is unuble to meet the obligations it has assumed. At
December 31, 2006, 2005 and 2004, respectively, we had reinsured $21.7 billion, $21.2 billion and $20.1 billion of life
insurance in foree, rc,prcscntmgj 3%, 14%, and 14%, respectively, of total net life insurance in force through a single
third-party reinsurer. To minimize the possibility of losses, we regularly evaluate the financial condition of our reinsurers
and moniter concentrations of credit risk,

The cffects of reinsurance on premiums and other considerations and policy and contract benefits were as follows:
For the year ended December 31,

2006 2005 2004
{in millions)

Premiums and other considerations:

Direct .« $4,468.8 $4.2146 $3.934.8

Assumed . ... .. ... ... ... ... e e e e e 117.3 56.6 67.0

Ceded ... . (280.8)  (296.2)  (291.8)
Net premiums and other considerations . . ... ... oo .. $4,305.3  $3.975.0 $3,710.0
Benefits, claims and settlement expenses:

Direct ... $5,871.3 554723 $5,099.0

Assumed .. 141.8 77.0 83.2

Ceded ... (320.7)  (2664)  (222.7)
Net benefits, claims and scttlement expenses ... ................ $5,692.4 $5.2829 $49595
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Separate Accounts

The scparate account assets and liabilities presented in the consolidated financial statements rcpresent the fair
market value of funds that are separately administered by us for contracts with equity, real estate and fixed-income
investments. The separate account contract owner, rather than us, bears the investment risk of these funds. The scparate
account assets are legally segregated and are not subject to claims that arise out of any of our other business. We reccive
fees for mortality, withdrawal, and expense risks, as well as administrative, maintenance and investment advisory services,
that are included in the consolidated statements of operations. Net deposits, net investment income and realized and
unrealized capital gains and losses on the separate accounts are not reflected in the consolidated statements of
operations.

At December 31, 2006 and 2005, the separate accounts include a separate account valued at $768.4 million and
$726.6 million, respectively, which primarily includes shares of our stock that were allocated and issued to eligible
participants of qualified employee benefit plans administered by us as part of the policy credits issued under our 2001
demutualization. These shares are included in both basic and diluted earnings per share calculations. The separate
account shares are recorded at fair value and are reported as separate account assets and separate account liabilities in
the consolidated statements of financial position. Changes in fair value of the separate account shares are reflected in
both the separate account assets and separate account liabilities and do not impact our results of operations.

Income Taxes

We file a U.S. consolidated income tax return that includes all of our qualifying subsidiaries. OQur policy of allocating
income tax expenses and bencfits to companies in the group is generally based upon pro rata contribution of taxable
income or operating losses. We are taxed at corporate rates on taxable income based on existing tax laws. Current income
taxes arc charged or credited to operations based upon amounts estimated to be payable or recoverable as a result of
taxable operations for the current year. Deferred income taxes are provided for the tax effect of temporary differences in
the financial reporting and income tax bases of assets and liabilities and net opcrating losses using enacted income tax
rates and laws. The effect on deferred income tax assets and deferred income tax liabilities of a change in tax rates is
recognized in operations in the period in which the change is enacted.

Foreign Exchange

Asselts and liabilities of our foreign subsidiaries and affiliates denominated in non-U.S. dollars are translated into
U.S. dollar equivalents at the year-end spot foreign exchange rates. Resulting translation adjustments are reported as a
component of stockholders’ equity, along with any related hedge and tax effects. Revenues and expenses for these entities
are translated at the weighted-average exchange rates for the year. Revenue, expense and other foreign currency
transaction and translation adjustments for foreign subsidiaries and affiliates with the U.S. dollar as the functional
currency that affect cash flows are reported in current operations, along with related hedge and tax effects.

Goodwill and Other Intangibles

Goodwill and other intangibles include the cost of acquired subsidiaries in excess of the fair value of the net tangible
assets recorded in connection with acquisitions. Goodwill and indefinite-lived intangible assets are not amortized. Rather,
goodwill and indefinite-lived intangible assets are tested for impairment at one level below our operating segments on an
annual basis during the fourth quarter each year, or more frequently if events or changes in circumstances indicate that
the asset might be impaired. Impairment testing for indefinite-lived intangible assets consists of a comparison of the fair
value of the intangible asset with its carrying value. '

Intangible assets with a finite useful life are amortized as related benefits emerge over a period of 1 to 30 years and
are reviewed periodically for indicators of impairment in value. If facts and circumstances suggest possible impairment,
the sum of the estimated undiscounted future cash flows expected to resuit from the use of the asset is compared to the
current carrying value of the asset. If the undiscounted future cash flows are less than the carrying value, an impairment
loss is recognized for the excess of the carrying amount of assets over their fair value.

Earnings Per Common Share

Basic earnings per common share is calculated by dividing income available to common stockholders by the
weighted-average number of common shares outstanding for the period and excludes the dilutive effect of equity awards.
Diluted earnings per common share reflects the potential dilution that could occur if dilutive securities, such as options
and non-vested stock grants, were exercised or resulted in the issuance of common stock.
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Stock-Based Compensation

At December 31, 2006, we have several stock-based compensation plans, which are described more fully in Note 20,
Stock-Based Compensation Plans. We apply the fair value method to all stock-based awards granted subsequent to
January 1, 2002. For stock-based awards granted prior to this date, we used the intrinsic value method.

Awards under our plans vest over periods ranging from one year to three ycars. The cost related to stock-based
compensation included in the determination of net income for 2004 is Icss than that which would have been recognized if
the fair valuc bascd method had been applied to all awards since the inception of our stock-based compensation plans.
Had compensation cxpense for our stock option awards and employees’ purchase rights been determined based upon fair
valucs at the grant dates for awards under the plans in accordance with SFAS 123, our net income and earnings per share
would have been reduced to the pro forma amounts indicated below. For the purposes of pro forma disclosures, the
estimated fair value of the options is amortized to expense over the options’ vesting period.

For the year ended
December 31,

2006 2005 2004
(in millions, except per share
data)
Net income available to common stockholders, as reported ... ........ $1,031.3 $901.3 $825.6
Add: Stock-based compensation expense included in reported net income,
net of related tax effects. ... ... ... . i 2.1 33.1 29.2
Deduct: Total stock-based compensation expense determined under fair
value based method for all awards, net of related tax effects. . .. ... .. 42.1 331 323
Pro forma net income available to common stockholders .. ........... $1,031.3  $901.3 $8225
Earnings per common share
Basic earnings per common share:
Asreported . ... e $ 3718 $313 3 2064
Pro forma . ... e $ 378 $313 $ 263
Diluted earnings per common share:
ASTEported L . .. e $ 374 §$311 § 262
Pro forma . .. .. e e e $ 374 § 311 § 261
Reclassifications

Reclassifications have been made to the 2005 and 2004 consolidated financial statements to conform to the 2006
presentation.

2. Acquisition
On December 31, 2006, we completed the purchase of WM Advisors, Inc., a leading mutual fund manager, for a
total cost of $741.1 million in cash, subject to closing adjustments. The acquisition represents a strategic fit for us by

adding scalc to onc of our key asset accumulation businesses, further strengthening our global asset management
capability and increasing our presence with independent financial advisors.
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A summary of the fair values of the net assets acquired as of December 31, 2006, based upon the current valuation
cstimates, is as follows (in millions):

Assets
Cash and cash equivalents . .. .. ... . . $ 9.1
Premiums due and other receivables . . .. .. ... L e 26.0
Property, plant, and equipment . ... ... ... L 04
Goodwill . . o e e 62.7
Other intangibles . . .. ... e 751.9
Other @8SELS . . ... .o e e 0.5
Total assets acqUIred. . . .. oot e e e 850.6
Liabilities
Long-term debt . . L . e e 86.9
Other lHabilities . . ... .. e e e e 22,6
Total liabilities assumed . .. L. L e e e e 109.5
Netassets acquired . . . .. .. i i e e e $741.1

Of the $751.9 million of acquired intangible assets, $608.0 million was assigned to investment management contracts
that are not subject to amortization. The remainder of the acquired intangibles will be subject to amortization and consist
of: $86.9 million of customer-based intangibles (eight-year uscful life); $51.0 million of asset management contracts
(three-year useful life); $5.0 million ascribed to the distribution channel (18-year useful life); and $1.0 million ascribed to
non-compete agreements (one-year useful life).

Consistent with the acquired intangibles, the $62.7 million of goodwill was assigned to the U.S. Asset Management
and Accumulation segment and will be deductible for tax purposes. The allocation of the purchase price is preliminary
and could change when fipal information becomes available.

The following (unaudited) pro forma consolidated results of operations have been prepared as if the acquisition of
WM Advisors, Inc., had occurred as of January 1, 2004:

For the year ended December 31,

2006 2005 2004

(in millions, except per share data)
Total TEVETIUES . . o oo ottt e e et e $10,148.2 $9353.6 $8,541.9
NEL INCOmME | . e e e 1,092.5 947.6 §49.1
Basic earnings per common share . . ... ... .. oo o oL 3.88 3.23 2.7
Diluted earnings per common share . ... ... ...t 3.85 321 270

The pro forma information is presented for informational purposes only and is not necessarily indicative of the
results of operations that actually would have been achieved had the acquisition been consummated as of that time, nor is
it intended to be a projection of future results.

3. Discontinued Operations
Real Estate Investments

In 2005 and 20006, we sold certain real estate properties previously held for investment purposes. These properties
qualify for discontinued operations treatment. Therefore, the income from discontinued operations has been removed
from our results of continuing operations for all periods presented. The gains on disposal are reported as other after-tax
adjustruents in our Corporate and Other segment. All assets, including cash, and liabilitics of the discontinued operations
have been reclassified to separate discontinued asset and liability line items on the consolidared statements of financial
position. We have separately disclosed the operating, investing and financing portions of the cash flows attributable to our
discontinued operations in our consolidated statements of cash flows. Additionally, the information included in the notes
to the financial statements excludes information applicable to these properties, unless otherwise noted.
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3. Discontinued Operations — (continued)

The propertics were sold to take advantage of positive real estate market conditions in specific geographic locations
and to further diversify our real estate portfolio.

Selected financial information for the discontinucd operations is as follows:
December 31,

2006 2005
fin millions)

Assets

REAl BSIALE & o o v et e e e e e e et e e e e e e e e e e e $— $ 993

Al Other asselS . . . . . o e e e e e e e = 39
TotAl 8585 .« & o o v ot e et e e e e e e e t $103.2

Liabilities

Al other THabIties . . . ottt it e e et e e e e, $_— $ 4.5
Total Habilties . o . v ot ot e e et et e e e e e e e e e t $ 45

For the year ended
December 31,

2006 2005 2004

(in millions})

Total revenues ... ....... R $0.5 $28 825
Income from discontinued operations: , .
Income (loss) before income taxes . ... v v s e oo i $(0.5) $ 28 825
Income taxes (benefits) .. ... . . 0.2) 1.0 09
Gain on disposal of discontinued operations . ......... L e 475 343 —
Income taxes on disposal . . ... 166 120 —
Net income .......... [ e $30.6 $24.1 §lo

Principal International Argentina S.A.

On July 2, 2004, we closed the sale of Principal International Argentina S.A. (“PI Argentina”), our subsidiary in
Argentina, and its wholly owned subsidiarics, Principal Life Compaiia de Seguros, S.A. and Principal Retiro Compaiiia
de Seguros de Retiro, S.A. Our total after-tax proceeds from the sale were approximately U.S. $29.2 million.

The decision to sell PI Argentina was made with a view toward focusing our resources, executing in core strategic
prioritics and markets and meeting stockholders expectations. Changing market dynamics since the 2001 economic crisis
in Argentina led us to conclude that the interests of our stockholders would best be scrved by our exit of this market,

PI Argentina qualified for discontinued operations treatment, therefore, the income from discontinued operations
has been removed from our results of continuing operations and scgment operating earnings for all periods presented in
our International Asset Management and Accumulation segment. We have separately disclosed the operating, imvesting
and financing portions of the cash flows attributable to our discontinued operations in our consolidated statements of
cash flows. Additionally, the information included in the notes to the financial statements excludes information applicable
to PI Argentina, unless otherwise noted.
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Selected financial information for the discontinued operations of PI Argentina is as follows:

For the year ended
December 31,

2006 2005 2004
(in millions)

Total TeVEMUES . . . . .t e e e e e $— $— § 58
Income from discontinued operations:
Income before income taxes(1) .......... ... ... . ... .. .o, $— $— $ 03
Income taxes(l) .. ... .. .. .. .. e — — 0.
Loss on disposal of discontinued operations .. ....................... — — (159
Income tax benefitsondisposal . ........ .. .. ... .. e — _ — (357
NELIDCOME . . ..ot i e ettt ettt et ettt e $— §— '$100

(1) The 2004 summary results of operations information is for the six months ended prior to the July 2, 2004, sale
of P1 Argentina and, accordingly, there is no statement of operations data to present subsequent to the date of
the sale.

Principal Residential Mortgage, Inc.

On July 1, 2004, we closed the sale of Principal Residentia! Mortgage, Inc. to CitiMortgage, Inc. Our total after-tax
proceeds from the sale were approximately $620.0 million. Our Mortgage Banking segment, which included Principal
Residential Mortgage, Inc., is accounted for as a discontinued operation, and therefore, the income from discontinued
operations (excluding corporate overhead) has been removed from our results of continuing operations and segment
operating carnings for all periods presented. We have separately disclosed the operating, investing and financing portions
of the cash flows attributable to our discontinued operations in our consclidated statements of cash flows. Corporate
overhead allocated to our Mortgage Banking segment does not qualify for discontinued operations treatment and is
included in our results of continuing operations and segment operating earnings for all periods prior to July 1, 2004,
Additionally, the information included in the notes to the financial statements excludes information applicable to
Principal Residential Mortgage, Inc,, unless otherwise noted.

The decision to sell Principal Residential Mortgage, Inc. was made with a view toward intensifving our strategic focus
on out core retirement and risk protection business as well as achieving our longer-term financial objectives. In addition,
the sale was also viewed as a positive move for our stockholders as it enabled us to move forward from an improved
capital position, with better financial flexibility and greater stability of earnings.
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Selected financial information for the discontinued operations of our Mortgage Banking segment is as follows:

For the year ended
December 31,

2006 2005 2004

(in millions}

TOMAl TEVENLES . . . ottt ittt e e et e e e $— § — §4461
Loss from continuing operations, net of related income taxes (represents
corporate overhead) .. .. $— $ — $(103)
Income from discontinued operations
Income before income taxes(1) .. ... ... .. ... i oo oL — — 48.3
Income taxes(1) . . . . . it e e e e — — 18.3
Gain (loss) on disposal of discontinued operations . .. ................. — (L7 1347
Income taxes on disposal ... ... . ... ... e e = 33 424
Income (loss) from discontinued operations, net of related income taxes . ... — (5.0) 1223
Net income (I0SS) . . v\ v ittt i $— $(5.0) $1120

I

(1} The 2004 summary results of operations information is for the six months ended prior to the July 1, 2004, sale
of Principal Residential Mortgage, Inc. and, accordingly, there is no statement of operations data to present
subsequent to the date of the sale.

Our US. Asset Management and Accumulation segment held residential mortgage banking escrow deposits
(reported as other liabilities) as of December 31, 2003. The purchaser (or acquirer) closed out the banking escrow
deposit accounts as a result of the sale. U.S. Asset Management and Accumulation total revenues from this arrangement
reclassified to discontinued operations for the year ended December 31, 2004 was $(5.6) million. Loss from discontinued
operations net of related income taxes, for the year ended December 31, 2004 was $3.5 million.

BT Financial Group

On October 31, 2002, we sold substantially all of BT Financial Group to Westpac Banking Corperation (“Westpac™).
Qur total after-tax proceeds from the sale were approximately U.S. $900.0 million, This amount includes cash proceeds
from Westpac, tax benefits and a gain from unwinding the hedged asset associated with our investment in BT Financial
Group.

The decision to sell BT Financial Group was made with a view toward focusing our resources, executing on core
strategic prioritics and mceting stockholder expectations. Changing market dynamics since our acquisition of BT
Financial Group, including industry consolidation, led us to conclude that the interests of BT Financial Group clients and
staff would be best served under Westpac's ownership,

Changes to the loss on discontinued operations duc to the close of a tax audit resulted in an increase 1o net income
of $8.4 million in 2005. We have separately disclosed the operating, investing and financing portions of the cash flows
attributable to our discontinucd operations in our consolidated statements of cash flows.
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4. Goodwill and Other Intangible Assets

The changes in the carrying amount of goodwill reported in our operating segments for 2005 and 2006 were as

follows:
International
U.S. Asset Asset
Management Management
and and Life and Health Corporate and
Accumulation  Accumulation Insurance Other Consolidated
(in millions)
Balances at January 1, 2005 . . $ 918 $52.6 $88.5 $— $232.9
Goodwill from acquisitions . . . 46.5 — — — 46.5
Foreign currency translation . . — 2.9 — — 29
Other................... — — (0.1) 01 —
Balances at December 31, 2005 138.3 55.5 88.4 0.1 282.3
Goodwill from acquisitions . . . 81.2 —_ — — 81.2
Foreign currency translation . . - (L6} = = (1.6}
Balances at December 31, 2006 $219.5 $53.9 $88.4 m $361.9
Amortized intangible assets were as follows:
December 31,
2006 2005
Gross Net Gross Net
carrying Accumnulated carrying carrying Accumulated carrying
amount amortization amount amount amortization amount
‘ ) {in millions)
Present value of future profits ............ $172.8  $66.1  $106.7 $125.1 $413  § 83.8
Other........ ... ... .. 288.7 264 2623 1318 16.9 114.9
Total amortized intangibles . ............. $461.5  $92.5  $369.0 $2569  $58.2  $198.7
The amortization expense for intangible assets with finite useful lives was $22.6 million, $17.5 million and

$12.2 million for 2006, 2005 and 2004, respectively. At December 31, 2006, the estimated amortization expense for the

next five years is as follows (in millions):

Year ending December 31:
2000......... e e e e e e e e e e e e e e e

Present value of future profits (“PVFP”) represents the present value of estimated future profits to be generated
from existing insurance contracts in-force at the date of acquisition and is amortized over the expected policy or contract
duration. Interest rates used to calculate the estimated interest accruals were 9.00% for all years related to PVFP
generated from Mexico acquisitions and 6.43% declining to 6.36% in 2006, 6.51% declining to 6.43% in 2005 and 6.51%

for 2004, related to PVFP generated from Chile acquisitions.

88




Principal Financial Group, Inc.

Notes to Consolidated Financial Statements — (continued)

4. Goodwill and Other Intangible Assets — (continued)

The changes in the carrying amount of present value of future profits reported in our operating segments for 2004,
2005 and 2006 were as follows (in millions):

International
Asset Management
and Accumulation

Balance at January 1, 2004 . .. . ... .. $ 937
Interest acCrued . .. oo oot e e e e 7.7
AMOTHZALON . . . oottt et e e i e e it e (13.8)
Foreign currency translation. . .. ... ... .. i 08
Balance at December 31, 2004 . . . . ... ... .. ... e 88.4
INLerest ACCTUEA . oo vttt ettt e e s e e 7.8
Amortization .. ............. e e e e (14.7)
IMPAITMENTS . . ..o oot et e et e (2.3)
Foreign currency translation . . .. ... ... .. . L i 4.3
0]V O O 0.3
Balance at December 31, 2005 . . .. . .. ... . e e 83.8
Interest accrued . . . ... o et 7.3
AMOIHZAtION . . . e e e e e s (184)
IMPAIIMENLS . . . o ot e 2.0)
Foreign currency translation. ... ... e (L.5)
0 7 T S S 375
Balance at December 31, 2006 . . . . ... ... ... .. ... e $106.7

At December 31, 2006, the estimated amortization expense related to PVFP for the next five years is as follows (in
millions):

Year ending December 31:

D007 . v e e e e e e $6.5
2008 . v v e et e 48
2000 o e e 4.6
2010 . o e e e e e e e e 4.5
7303 I PPN e 4.7

The net carrying amount of unamortized indefinite-lived intangible assets were $612.0 million and $3.9 million as of
December 31, 2006 and 2005, respectively. Due to the December 31, 2006, acquisition of WM Advisors, Inc., we assigned
$608.0 million to investment management contracts that are not subject to amortization. See Note 2, Acquisitions.

§. Variable Interest Entities

We have relationships with various types of special purpose entities and other entities where we have a variable
interest. The following serves as a discussion of investments in entities that meet the definition of a VIE.

Consolidated Variable Interest Entities

Synthetic Collateralized Debt Obligation. On May 26, 2005, we invested $130.0 million in a secured limited recourse
credit linked note issued by a grantor trust. The trust entered into a credit default swap providing credit protection on the
first 45% of loss of seven mezzanine tranches totaling $288.9 million of seven synthetic reference portfolios. Our risk of
loss for the scven referenced mezzanine tranches begins at 4.85% and ends at 10.85% of loss on each of the seven
synthetic reference portfolios. Therefore, defaults in an underlying reference portfolio will only affect the credit-linked
note if cumulative losses exceed 4.85% of a synthetic reference portfolio.

We have determined that this grantor trust is a variable interest entity and that we are the primary beneficiary of the
trust due to our interest in the variable interest entity and management of the synthetic reference portfolios. Upon
consolidation of the trust, as of December 31, 2006 and 2005, our consolidated statements of financial position include
$130.3 million and $130.0 million, respectively, of available-for-sale fixed maturity securities, which represent the
collateral held by the trust. As of December 31, 2006 and 2005, the credit default swap entered into by the trust has an
outstanding notional amount of $130.0 million. During the years ended December 31, 2006 and 2005, the credit default
swaps had a change in fair value that resulted in a $4.4 million pre-tax gain and a $0.4 million pre-tax loss, respectively.
The creditors of the grantor trusts have no recourse to our assets.
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Grantor Trusts. We contributed undated subordinated floating rate notes to three grantor trusts. The trusts separated
the cash flows of the underlying notes by issuing an interest-only certificate and a residual certificate related to each note
contributed. Each interest-only certiticate entitles the holder to interest on the stated note for a specified term while the
residual certificate entitles the holder to interest payments subsequent to the term of the interest-only certificate and to
all principal payments. We retained the interest-only certificate and the residual certificates were subsequently sold to a
third party.

We have determined that these grantor trusts are VIEs as our interest-only certificates are exposed to the majority of
the risk of loss. The restricted interest periods end between 2016 and 2020 and, at that time, the residual certificate
holders’ certificates are redeemed by the trust in return for the notes. We have determined that it will be necessary for us
to consolidate these entities until the expiration of the interest-only period. As of December 31, 2006 and 2005, our
consolidated statements of financial position include $366.2 million and $364.1 million, respectively, of undated
subordinated floating rate notes of the grantor trusts, which are classified as available-for-sale fixed maturity securities
and represent the collateral held by the trust. The obligation to deliver the underlying securities to the residual certificate
holders of $156.8 million and $147.4 million as of December 31, 2006 and 2003, respectively, is classified as an other
liability and contains an embedded derivative of the forecasted transaction to deliver the underlying securities. The
creditors of the grantor trusts have no recourse to our assets.

Other. In addition to the entities above, we have a number of relationships with a disparate group of entities, which
meet the criteria for VIEs. Due to the nature of our direct investment in the equity and/or debt of these VIEs, we are the
primary beneficiary of such entities, which requires us to consolidate them. These entities include seven private
investment trusts, a financial services company and a hedge fund. The consolidation of these VIEs did not have a
material effect on either our consolidated statement of financial position as of December 31, 2006 or 2005, or results of
operations and for the years ended December 31, 2006, 2005 and 2004. For the majority of these entities, the creditors
have no recourse to our assets.

The carrying amount and classification of consolidated VIE assets that are collateral the VIEs have designated for
their own obligations and the debt of the VIEs are as follows:

December 31,

2006 2005
(in millions})

Fixed maturity securities, available-for-sale . . .. .. ... ..., ... ... ........ $178.0 $ 88.3
Fixed maturity securities, trading . .. ... . ... . e 14.0 —
Equity securities, available-for-sale . . ... ... ... ... ............ B — 39.6
Equity securities, trading . . . . .. . . e 59.5 —
Real estate . . .. .. ... .. e — 12.4
Cash and other assets . . ... ... ... it e e 83.2 71.6

Total assets pledged as collateral . . ... ... ... .. . $334.7 $211.9
Long-term debl. ..o e . %2064 $123.9

As of December 31, 2006 and 2005, $334.7 million and $211.9 million, respectively, of assets were pledged as
collateral for the VIE entitics’ other obligations. Additionally, as of December 31, 2006 and 2005, these entities_had
long-term debt of $206.4 mitlion and $123.9 million, respectively, of which $206.4 million and $110.6 m;lhon respectively,
was issued to our aff1hates and, therefore, eliminated upon ‘consolidation.

Significant Unconsolidated Variable Interest Entities

We hold a significant variable interest in a number of VIEs where we are not the primary beneficiary. These entities
include private investment trusts and custodial relationships that have issued trust certificates or custodial receipts that
are recorded as available-for-sale fixed maturity securities in the consolidated financial statements.




Principal Financial Group, Inc.
Notes to Consolidated Financial Statements — (continned)
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On June 21, 2006, we invested $285.0 million in a secured limited recourse note issued by a segregated portfolio
company. The note represents Class B notes. Class A notes are senior and Class C through Class F notes are
subordinated to Class B notes. The entity entered into a credit default swap with a third party providing credit protection
in exchange for a fee. Defaults in an underlying reference portfolio will only affect the note if cumulative losses of a
synthetic reference portfolio exceed the loss attachment point on the portfolio. We have determined we are not the
primary beneficiary, as we do not hold the majority of the risk of loss. Gur maximum exposure to loss as a result of our
involvement with this entity is our recorded investment of $285.3 million as of December 31, 2006.

Between Qctober 3, 1996 and September 21, 2001, we entered into seven separate but similar transactions where
various third parties transferred funds to either a custodial account or a trust. The custodians or trusts purchased shares
of specific money market funds and then separated the cash flows of the money market shares into share receipts and
dividend receipts. The dividend receipts entitle the holder to dividends paid for a specified term while the share receipts,
purchased at a discount, entitle the holder to dividend payments subsequent to the term of the dividend receipts and the
rights to the underlying shares. We have purchased the share receipts. After the restricted dividend period ends between
20117 and 2021, we, as the share receipt holder, have the right to terminate the custodial account or trust agreement and
will receive the underlying moncy market fund shares. We determined the primary beneficiary is the dividend receipt
holder, which has the majority of the risk of loss. Our maximum exposure to loss as a result of our involvement with these
entities is our recorded investment of $235.7 million and $224.5 million as of December 31, 2006 and 2005, respectively.

On June 20, 1997, we entered into a transaction in which we purchased a residual trust certificate. The trust
separated the cash flows of an underlying security into an interest-only certificate that entitles the third party certificate
holder to the stated interest on the underlying security through May 15, 2017, and into a residual certificate entitling the
holder to interest payments subsequent to the term of the interest-only certificates and any principal payments.
Subsequent to the restricted interest period, we, as the residual certificate holder, have the right to terminate the trust
agreement and will receive the underlying security. We determined the primary beneficiary is the interest-only certificate
holder, which has the majority of the risk of loss. Qur maximum exposure to loss as a result of our involvement with this
entity is our recorded investment of $78.7 million and $77.0 million as of December 31, 2006 and 2005, respectively.
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Fixed Maturities and Equity Securities

The cost, gross unrealized gains and losses and fair value of fixed maturities and equity securities available-for-sale

as of December 31, 2006 and .2005’ are summarized as follows:

Gross Gross
unrealized unrealized -
Cost gains losses Fair value
) (in mitlions)
December 31, 2006
Fixed maturities, available-for-sale: .
U.S. government and agencies . .. ........... S .$ 5308 $ 08 $ 38 §$ 5278
Non-US. governments .. .. .. ... ... .. .. . i, . 766.0 135.0 0.4 900.6
States and political subdivisions . . .. .................... 1,557.7 454 4.9 1,598.2
Corporate — public ... ... ... ... ... . . .. 20,7421 852.1 1459 21,448.3
Corporate — private. . .. ... ... ... ..., 10,287.9 3739 75.7 10,586.1
Mortgage-backed and other asset-backed securities. . ... ... .. C 91991 221.2 77.8 9.342.5
Total fixed maturities, available-for-sale . .. ................. $43,083.6 $1,628.4  $308.5  $44,403.5
Total equity securities, available-for-sale ................... $ 6577 $ 135 § 46 $ 666.6
December 31, 2005
Fixed maturities, available-for-sale:™ '
U.S. government and agencies . .. ............. PR $ 5579 § 1.8 $ 42 $§ 5555
Non-US. governments ................c.cou.... PR 804.6 110.8 0.3 914.6
States and political subdivisions . . .. .................... 1,222.6 45.7 3.8 1,264.5
Corporate — public . .. ..ot 20,2973 1,0143 117.1 21,194.5
Corporate — private. .. ...ttt iii et 9.470.1 4843 523 0,902.1
Mortgage-backed and other asset-backed securities. ... ... ... 8.093.3 270.7 78.0 8,286.0
Total fixed maturities, available-for-sale . . .. ................ $40,445.8 $1,927.6  $256.2  $42,117.2
Total equity securities, available-for-sale ... ................ $ 7041 § 261 $ 358 $ 7244

The cost and fair value of fixed maturities available-for-sale at December 31, 2006, by expected maturity, were as

follows:
Cost Fair value
(in millions}

Dueinone year or less. . ... ... . i e $ 2,282.7 $ 2,282.7
Due after one year through fiveyears .. ....... ... ... ... ... ... ... 9,313.6 9,491.8
Due after five years through tenvears . . ... ... ... ... ... ... ....... 11,2222 11,402.5
Due after ten years . . . .. ..o e e 11,0666  11,883.9
33,8845  35,000.9

Mortgage-backed and other asset-backed securities . .. .................. 9,199.1 9.342.6
Total .. e e $43,083.6 $44,403.5

The above summarized activity is based on expected maturities. Actual maturities may differ because borrowers may

have the right to call or prepay obligations.

Corporate private placement bonds represent a primary area of credit risk exposure. The corporate private
placement bond portfolio is diversified by issuer and industry. We monitor the restrictive bond covenants, which are

intended to regulate the activities of issuers and control their leveraging capabilities.
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i . ! co ' LR

Net Investment Income

Major CdngOI’lCS of net investment income are summanzed as follows

SR SN . , P, L v

,J . . o + For the year ended December 31, a
2006 2005 2004
" - {in millions)
Fixed mdturltles dlelable-for sale. e e $2,620.4 $2,453.1 $2,317.2
Fixed maturities, tradmg Y 16.0 7.6 9.4
Equity securities, available-for-sale ........................... 55.5 50.8 46.9
Equity securities, tradmg. e e e e 2.5 4.9 3.1
Mortgage loans . .....".. e e e e e 744.0 764.1 762.5
Real SIAE . . .. oo et 645" 639 823
Policy loans . ... ... S e e ' '50.9 50.3 5117
Cash and cash equivalents. . .. .. ..... e 644 = 321 259
Dcnvat]ves ....... P e AP 402 17.9° 17.5
COther ......... e -92.0 494 - 369
Total ... ... Ll Lo 37504 34941 33528
Less investment eXpenses .. ... ooy s e . (132.4)  (134.0)  (128.8)
Net investment income . , . ., e e e e e $3,618.0 $3360.1 83,2240,

Net Realized/Unrealized Capital Gains and Losses

The major components of net realized/unrealized capital gains (losses) on investments are summarized as follows:

e

o A : , . 3 For the year ended
. A . . - L . December 31,
i ' T A r. L PR - LN ; .
2006 2005 2004

(in millions)

Fixed maturities, available-for-sale: ) o _
Gross gains. . ......... [P P [P sL0.. $429 $1145 8 589

Gross losses ... ... 0. .0 ... ... ] L., (65.0)  (87.3)  (86.0)
Hedging (net) . . . .. . A e L 14 (458) (0D
Fixed maturities, trading . . ........ ... .. o D PRAVR AR X SN ¢ 2 R 6 )
Equity securities, available-for-sale: v : S g ‘
Gross gains. . ........ A P R X 9.1 17.1
Gross losses ... ...... PR [ el (0 (88)  (12.0)
Equity securities, tradmg.. e PR AP .-, 218 6.6 4.4
Mortgage loans . ORI ETRITE R e . e 24 13- (12.5)
o Derivatives. . . . .. e “ e e (4T, 172 (1014).
ORET v oo 593  (156) 285
Net realized/unrealized capital gains (losses) . ........... ... ... ..... $44.7  $(11.2) $(104.8)

Proceeds from sales of investments (excluding call and maturity proceeds) in fixed maturities were $1.5 billion,
$2.6 billion and $1.9 billion in 2006, 2005 and 2004, respectively.

We recognize impairment losses for fixed maturities and equity securities when declines in value are other than
temporary. Gross realized losses related to other than temporary impairments of fixed maturity securities were
$14.6 million, $28.6 million and $60.6 million in 2006, 2005 and 2004, respectively. As a result of the need to fund our
acquisition of WM Advisors, Inc. we also recognized $17.2 million of write-downs in 2006 that resulted from our
determination that we no longer had the ability and intent to hold certain fixed maturity securities until they recovered in
value. We also recognized gross realized losses as the result of credit triggered sales of $22.2 million, $30.8 million and
$18.9 million in 2006, 2005 and 2004, respectively. In 2005, we also recognized an $11.0 million loss related to a large
investment that was called from us.
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o [P B Y AR

Net Unreahzed Galns and Losses on Avmlable-for-Sale Securities

1

The net unrealized gains and losses on investments in fixed maturities and equity securities available-for-sale are

reported as a separate component of stockholders’ equ1ty The cumulative amount of net unrealized gains and losses on
available-for-sale securitics was as fol!ows

a

. : : : December 31,
"L : - 2006 2005
{in millions)

Net unreatized gains on fixed maturities, available-for-sale(1)

......... L. '$13211 $1,670.8
Net unrealized gains on equity-securities, available-for-sale . ... ... .. SR . 89 203
-Adjustments for assumed changes in amortization patterns . . .. ... ......... co0 (128.1)  (136.2)
Net unrealized gains on derivative instruments. . ..................0 ..... 464 396
) Net unrealized losses on pollcyholdcr leldend obllgatlon e T - M(337)
“ " Net unrealized gains (losses) on equity method subsidiaries and minority interest o S
adjustments ............. ... ... .. e e 68 0 (199
Y- Provision for deferred income taxes. . . . . M e e (396.1) (513.0)
Net uniealized gains on available-for-sale securities'." . . . . . . 11 859.00 $1,027.9
(1) Excludes net unreahzed gdms (losses) on flxed maturltles ava:lable for- sale mcludcd in fair value hedging
relatlonshlps U., S o
i ' ' ‘ ! -,E' f] L
i A s e b "
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: o s TR o
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Commercial Mortgage Loans

Commercial mortgage loans represent a primary area of credit risk exposure. At December 31, 2006 and 2005, the
commercial mortgage portfolio is diversified by gecographic region and specific collateral property type as follows:

December 31,

2006 2005
Carrying Percent  Carrying  Percent
amount of total amount of total

(% it millions)

Geographic distribution

New England . ... .. ... . .. $ 3976 3.9% $§ 353.0 3.6%
Middle Atlantic. . . ... .. .. e e 1.817.4 18.0 1,822.3 18.4
East North Central . ... ... ... ... . ... . .. .. ... 847.0 8.4 775.2 7.8
West North Central .. ..o o0 525.6 5.2 458.3 4.6
South Atlantic ... ... . ... . e e 2,550.9 253 2.531.2 25.7
East South Central ... .. ... ... .. . .. . . . 285.6 2.8 348.0 35
West South Central . ... ..o o e 682.4 6.8 674.1 6.8
Mountain . ... ..o 845.5 8.4 8237 83
Pacific . .. e e 2,170.5 21.5 2,138.1 21.6
Valuation allowance .. ... ... . .. . o o L. 322y (0.3) (33.2) (0.3)
Total .. $10,090.3 100.0% $9,890.7 100.0%
Property type distribution

O . . . $ 2,672.3 26.5% $2,706.5 27.4%
Retail . . .. 2,808.8 27.7 3,036.5 30.6
Industrial . ... o e e 2,740.1 27.2 2,.812.3 28.4
APArMENES . ... . e e 1,440.3 14.3 1.078.5 10.9
Hotel . ... e 41.7 0.4 44.8 0.5
Mixed usc/other ... ... .. o e 419.3 4.2 2453 2.5
Valuation allowance .. ... ... ... . . e (32.2y (0.3) (33.2) (0.3)
T © e e e $10,090.3  100.0% $9,890.7  100.0%

Commercial Mortgage Loan Loss Allowance

Mortgage loans on real estate are considered impaired when, based on current information and events, it is probable
that we will be unable to collect all amounts due according to contractual terms of the loan agreement. When we
determine that a loan is impaired, a valuation allowance is established equal to the difference between the carrying
amount of thc mortgage loan and the estimated valuc. Estimated value is based on cither the preseat value of the
expected future cash flows discounted at the loan’s effective interest rate, the loan’s observable market price or fair value
of the colluteral. The change in the valuation allowance is included in net realized/unrealized capital gains (losses) on our
consolidated statements of operations.

The allowance for losses is maintained at a level believed adequate by management to absorb estimated probable
credit fosses. Management’s periedic evaluation and assessment of the adequacy of the allowance for losses and the need
for mortgage tmpairments is based on known and inherent risks in the portfolio, adverse situations that may affect a
horrower’s ability to repay, the estimated value of the underlying collateral, composition of the loan portfolio, current
cconomic conditions and other relevant factors. The evaluation of our loan specific reserve component is also subjective,
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as it requires estimating the amounts and timing of future cash flows expected to be received on impaired loans. Impaired
mortgage loans, along with the related allowance for losses, were as follows:

December 31,

2006 2005

(in millions)
Impaired I0anS . . . . .. e e e $0.1  $23.8
Allowance for losses. . . . ... ... L e e = {(23)
Net impaired 1oans. . . .. ... i i e $0.1  $21.5

The average recorded investment in impaired mortgage loans and the interest income recognized on impaired
morigage loans were as follows:

For the year ended
December 31,

2006 2005 2004
- (imans)——_
Average recorded investment in impaired loans . ... ... .. ... $4.3 $51.6 $105.2
Interest income recognized on impaired loans. .. .. ... o Ll L L 0.5 5.1 7.0

When it is determined that a loan is impaired, interest accruals are stopped and all interest income is recognized on
the cash basis.

A summary of the changes in the commercial mortgage loan altowance for losses is as follows:

For the year ended
December 31,

2006 2005 2004

(in millions)

Balance at beginning of year . . .. ... ... .. $33.2 $424 $496
Provisionforlosses . . ..... .. . i 1.3 6.7 144
Releases due to write-downs, sales and foreclosures .. ... .............. 2.3y (15.9) (21.6)
Balance atend of year . ... ... ... ... . .. e $32.2 §332 $424

Real Estate

Depreciation expense on invested real estate was $34.4 million, $28.0 million and $32.0 million in 2006, 2005 and
2004, respectively. Accumulated depreciation was $228.3 million and $199.7 million as of December 31, 2006 and 2005,
respectively.

Other Investments

Other investments include minority interests in unconsolidated entities, domestic and intcrnational joint ventures
and partnerships and properties owned jointly with venture partners and operated by the partners, Such investments are
gencrally accounted for using the equity method. In applying the equity method, we record our share of income or loss
reported by the equity investees. Changes in the value of our investment in equity investees attributable to capital
transactions of the investee, such as an additional offering of stock, are recorded directly to stockholders’ equity. Total
asscts of the unconsolidated entitics were $12,010.2 million and $9,331.6 million at December 31, 2006 and 2005,
respectively. Total revenues of the unconsolidated entities were $2,174.1 million, $1,785.6 million and $1,302.7 million in
2006, 2005 and 2004, respectively. During 2006, 2005 and 2004, we included $94.3 million, $89.3 million and $61.0 million,
respectively, in net investment income representing our share of current year net income of the unconsolidated entities.
At December 31, 2006 and 2005, our net investment in unconsolidated entities was $387.0 million and $321.7 million,
respectively.

In the ordinary course of our business and as part of our investment operations, we have also cntered into long term
contracts to make and purchase investments aggregating $677.2 million and $882.8 million at December 31, 2006 and
2005, respectively.
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Derivative assets are carried at fair value and reported as a component of other investments. Certain sced money
investments are carried at fair value with changes in fair value included in net income as net realized/unrealized capital
gains or losses. :

7. Securitization Transactions

We, along with other contributors, sell commercial mortgage loans in securitization transactions to trusts. As these
trusts are classificd as a qualifying special purpose entity, they are not subject to the VIE consolidation rules. We
purchase primary servicing responsibilities and may retain other interests. The investors and the securitization entities
have no recourse to our other assets for failure of debtors to pay when due. The value of our retained interests is subject
primarily to credit risk.

In 2006, 2005, and 2004, we recognized gains of $13.6 million, $39.8 million and $14.4 million, respectively, on the
securitization of commercial mortgage loans.

Key economic assumptions used in measuring the other retained interests at the date of sccuritization resulting from
transactions completed included a cumulative foreclosure rate between 2% and 10% during 2006, 5% and 18% during
2005, and 4% and 10% during 2004. The assumed range of the loss severity, as a percentage of defaulted loans, was
between 2% and 31% during 2006, 3% and 29% during 2005, and 13% and 31% during 2004. The low end of the loss
scverity range relates to a portfolio of seasoned loans. The high end of the loss severity range relates to a portfolio of
newly issued loans.

At December 31, 2006 and 2005, the fair values of other retained interests related to the securitizations of
commercial mortgage loans were $345.3 million and $321.0 million, respectively. Only $0.5 million in 2006 and
$0.8 million in 2005 represented equity investments. All other interests are classified as available-for-sale securities and
are carried at fair value. At December 31, 2006 and 2005, respectively, $156.2 million and $181.3 million of these
available-for-salc sccurities were interest-only investments. Cash flows are continuously monitored for adverse deviations
from original cxpectations and impairments are recorded when necessary. Key economic assumptions and the sensitivity
of the current fair values of residual cash flows were tested to one and two standard deviations from the expected rates.
The changes in the fair values at December 31, 2006 and 2005, as a result of this sensitivity analysis were not significant.

The table below summarizes cash flows for securitization transactions:

For the year ended
December 31,

2006 2005 2004
{in millions)
Proceeds from new securitizations . . ... ... .. o oo i $698.6 $2.2704 $871.1
Servicing fees received . . .. .. L L L3 1.1 1.1
Other cash flows received on retained interests ... ................. 37.4 36.0 31.1

8. Derivative Financial Instruments

Derivatives are generally used to hedge or reduce exposure to market risks (primarily interest rate and foreign
currency risks) associated with assets held or expected to be purchased or sold and liabilities incurred or expected to be
incurred. Derivatives are used to change the characteristics of our asset/liability mix consistent with our risk management
activities. Additionally, derivatives are also used in asset replication strategies. We do not buy, sell or hold these
investments for trading purposes.

Types of Derivative Instruments

Interest rate swaps are contracts in which we agree with other parties to exchange, at specified intervals, the
difference between fixed rate and floating rate interest amounts based upou designated market rates or rate indices and
an agreed upon notional principal amoeunt. Generally, no cash is exchanged at the outset of the contract and no principal
payments arc made by either party. Cash is paid or received based on the terms of the swap. These transactions are
entered into pursuant to master agrcements that provide for a single net payment to be made by ene counterparty at each
due date. We use interest rate swaps primarily to more closely match the interest rate characteristics of assets and
liabilitics arising from timing mismatches between assets and liabilities (including duration mismatches). We also use
intcrest rate swaps to hedge against changes in the value of assets we anticipate acquiring and other anticipated
transactions and commitments. Interest rate swaps are used to hedge against changes in the value of the guarantced
minimum withdrawal benefit (“GMWB”} liability. The GMWB rider on our variable annuity products provides for
guaranteed minimum withdrawal benefits regardless of the actual performance of various equity and/or fixed income
funds available with the product.
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In exchange-traded futures transactions, we agree to purchase or sell a specified number of contracts, the values of
which are determined by the values of designated classes of sceuritics, and to post variation margin on a daily basis in an
amount equal to the difference in the daily market values of those contracts. We enter into exchange-traded futures with
regulated futures commissions merchants who are members of a trading exchange. In a mortgage-backed sccurities
(“MBS”) forward transaction, we agree to purchase or sell a specified MBS on a futurc date. We have used exchange-
traded futures and MBS forwards to reduce market risks from changes in interest rates, to alter mismatches between the
asscts in a portfolio and the liabilities supported by those assets, and to hedge against changes in the value of securities
we own or anticipale acquiring or sefling. We use exchange-traded futures to hedge against changes in the value of the
GMWAE liability related to the GMWR rider on our variable annuity product, as previously explained.

A swaption is an option to enter into an interest rate swap at a future date. We write thesc options and receive a
premium in order to transform our callable liabilities into fixed term liabilitics. In addition, we may sell an
investment-type contract with attributes tied to market indices (an embedded derivative as noted below), in which case
we write an cquity call option to convert the overall contract into a fixed-rate liability, essentially eliminating the equity
component altogether. Equity call spreads are purchased to fund the equity participation rates promised to
contractholders in conjunction with our fixed deferred annuity products that credit interest based on changes in an
external equity index. Equity put options are used to hedge against changes in the value of the GMWB liability rclated to
the GMWRB rider on our variable annuity products, as previously explained.

Total return swaps arc contracts in which we agrec with other parties to exchange, at specified intervals, an amount
determined by the difference between the previous spread and the current spread on refercnced indices based upon an
agreed upon notional principal amount plus an additional amount determined by the financing spread. Generally, no
cash is exchanged at the outset of the contract and no principal payments are made by either party. Cash is paid or
received based on the terms of the swap. These transactions are entered into pursuant to master agreements that provide
for a single net payment to be made by one counterparty at each due date. These derivatives have been used in our
commercial mortgage sceuritization operation to hedge its long spread position.

Currency forwards are contracts in which we agree with other parties to deliver a specified amount of an identified
currency at a specified future date. Typically, the price is agreed upon at the time of the contract and payment for such a
contract is made at the specified future date. Currency swaps arc contracts in which we agree with other parties to
exchange, at specified intervals, the difference between one currency and another at a forward exchange rate as
calculated by reference to an agreed principal amount. Generally, the principal amount of each currency is exchanged at
the beginning and termination of the currency swap by each party, These transactions are entered into pursuant to master
agreements that provide for a single net payment to be made by one counterparty for payments made in the same
currency at cach due date. We use currency forwards and currency swaps to reduce market risks from changes in currency
exchange rates with respect to investments or liabilities denominated in foreign currencies that we either hold or intend
to acquire or sell. We have also used currency forwards to hedge the currency risk associated with net investments in
foreign operations and anticipated carnings of our foreign operations.

We use credit default swaps to enhance the return on our investrment portfolio by providing comparable exposure to
fixed income sceuritics that might not be available in the primary market. They are also occasionally used to hedge credit
exposures in our investment portfolio. Credit derivatives are used to sell or buy credit protection on an identified name or
names on an unfunded or synthetic basis in return for receiving or paying a quarterly premium. At the same time we
enter into these synthetic transactions, we buy a quality cash bond to match against the credit default swap. The premium
generally corresponds to a referenced name’s credit spread at the time the agreement is executed. When sclling
protection, if there is an event of default by the referenced name, as defined by the agreecment, we are obligated to pay
the counterparty the referenced amount of the contract and receive in return the referenced security in an amount equal
to the notional value of the credit default swap.

In our commercial mortgage backed securitization operation, we cnter into commitments 1o fund commercial
mortgage loans at specified interest rates and other applicable terms within specificd periods of time. These
commitments are legally binding agreements to extend credit to a counterparty. Loan commitments that will be held for
sale are recognized as interest rate lock commitment derivatives that are recorded at fair value. Fair value is determined
by discounting the expected total cash flows using market rates that are applicable to the yield, credit quality and maturity
of each commitment. Loan commitments that are related to the origination of mortgage loans that will be held for
investment are not accounted for as derivatives and, accordingly, are not recognized in our financial statcments,
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Commodity swaps are used to sell or buy protection on commodity prices in return for receiving or paying a
quarterly premium. We purchased a AAA rated sccured limited recourse note from a VIE that is consolidated in our
financial results. This VIE uses a commodity swap to enhance the return on an investment portfolio by selling protection
on a static portfolio of commodity trigger swaps, cach referencing a base or precious metal. The portfolio of commodity
trigger swaps is a portfolio of deep out-of-thc-money European puts on various base or precious metals. The VIE
provides mezzanine protection that the average spot rate will not fall below a certain trigger price on each commodity
trigger swap in the portfolio and reccives guaranteed quarterly premiums in return until maturity, At the same time the
VIE enters into this synthetic transaction, it buys a quality cash bond to match against the commodity swap.

Exposure

Our risk of loss is typically limited to the fair value of our derivative instruments and not to the notional or
contractual amounts of these derivatives. Risk ariscs from changes in the fair value of the underlying instruments. We are
also exposed o credit losses in the event of nonperformance of the counterparties. Our current credit exposure is limited
1o the value of derivatives that have become favorable to us. This credit risk is minimized by purchasing such agreements
from financial institutions with high credit ratings and by establishing and monitoring exposure limits. We also utilize
various credit enhancements, including collateral and credit triggers to reduce the credit exposure to ocur derivative
instruments.

1

Our derivative {ransactions are generally documented under International.Swaps and Derivatives Association, Inc.
Master Agreements. Management believes that such agreements provide for legally enforceable set-off and close-out
netting of exposures to specific counterparties. Under such agreements, in connection with an early termination of a
transaction, we are permitted to set off our receivable from a counterparry agamst our payables to the same counterparty
arising out of all included transactions. - -,

Prior to the application of the aforementioned credit enhancements, the gross exposure to credit risk with respect to
these derivative instruments was $752.4 million and $472.9 million at December 31, 2006 and 2005, respectively.
Subscquent 10 the application of such credit enhancements, the net exposure to credit risk- was $554.9 million and
$375.3 million at December 31, 2006 and 2005, respectively.

101




Principal Financial Group; Inc.
Notes to Consolidated ‘Financial Statements — (continued)

8. Derivative Financial Instruments — (continued) Lo ‘ L e T
Embedded Derivatives

.- We may purchase ort:issue financial instruments or products that contain a derivative instrument that is embedded in
the financial instrument or product- When it is determined. that the embedded derivative possesses economic
characteristics that are not clearly or closely related to the economic characteristics of the host contract and a separale
instrument with the same terms would qualtfy as a derivative instrument, the embedded derivative is bifurcated from the
host for measurement purposes. The embeddéd derivative, which is reported with the host instrument in the consolidated
statements of financial position, is carried at fajr value with changes in fair value reported. in net income.

We sell investment-type liability contracts in which the return is tied to an external equity index, a leveraged inflation
index or, leveraged . reference.. swap. ,These. returns are. embedded options that are bifurcated from the host
mvestment -type contract and accounted for separately. We economlcal]y hedge the embedded equity derivative by writing
equ:ty call options with 1denttcal features to convert the overall contract into a fixed- rate liability, effectively eliminating
the equity component a]together For the years ended December 31, 2006, 2005 and 2004, respectively, we recognized a
$3.1 ‘million, $1.0 million and S3 2 million pre-tax gain oni the purchased equity call options and a $3.1 million,
$1.0 million and $3.2 million pre‘tax loss on the change in fair value of the embedded derivatives. We economtcally hedge
the leveraged embedded derivatives with interest rate swaps and currency swaps to convert them to a fixed-rate liability
or floating rate U.S. dollar liability. For the year ended December 31, 2006, we recognized a $2.6 million pre-tax loss on
the swaps and a $6.0 million pre-tax gain on the change in fair value of the embedded derivatives.

' We offer a guaranteed fund as an investment option in‘our defined contribution plans in Hong Kong. This fund
contains an embedded optmn that has been bifurcated and accounted for separatély, with changes in fair value reported
in net realized/unrealized gains (losses). There was no pre-tax gain or loss recognized for the years ended December 31,
2006 and 2005, because, the fair value of the guarantees has been less than the fair value of the benefits. We recognized a
$0.1 million pre-tax gain for the year énded December 31, 2004. Py

We contributed undated subordinated floating rate notes to three grantor trusts. The trusts separated the cash flows
of the underlying, notes by lssumg an interest-only certiflcate and a residual certificate related to each note contributed.
We retained the mterest ortly certlflcates and the residual certificates were subsequem]y sold to.a third party. We have
determined these grantor trusts are variable interest entities and it is necessary for,us to consolidate these entities. The
obllgatton to dellver the underlylng securities to residual certificate. holders of $156 8 million as of December 31, 2006,
and $147.4 million as.of December 31, 2005 is classified as an other llablllty and contains an embedded derivative of the
forecasted transaction to deliver the underlymg securities. For the years ended December. 31, 2006, 2005 and 2004,
respectively, we recognized a $7.2 million pre-tax gain, a $2.7 million pre-tax gain ‘and a $28.2 million pre-tax loss on the
change in fair value of the obligation, which is reﬂected in accumulated other comprehenswe income on the consolidated
statements.-of financial position. EREEY : z .

During 2005, we purchased existing Class A units of a trust that represent interest payments on the underlying
security within the trust. The trust also issued Class B units representing the residual interests in the underlying security.
We have determined that this trust is a variable interest entity'and subsequent to this purchase it is necessary for us to
consolidate this entity. The obligation to deliver the underlying security to the Class B unit holder of $12.0 million and
$10.5 million as of December 31, 2006 and 2005, respectively, is classified as an other liability and contains an embedded
derivative of the forecasted transaction to deliver the underlying security..For the years ended December 31, 2006 and
2005, respeetwely, we recognized a $0. 5 million and $0.4 million | pre-tax loss on the change in fair value of the obhgauon
which is reflected in dccumuldted other comprehenswe income on the cunsoltdated statements of financial position,

»» We, offer.a fixed deferred annmty product that credns,mterest based on changes in an external equity index. It
contains an embedded -derivative that .has been-bifurcated and accounted for separately, with changes in fair value
reported in .net realized/unrealized gains (losses). We economically hedge the fixed deferred annuity product by
purchasing options that match the product’s'profile: For the years ended December 31, 2006, 2005 and 2004, respectively,
we recognized a $5.3 million, $1.5 million and $0.5 million pre-tax gain on the call spread options purchased and a
$6.1 million, $2.3 million and $0.2 million pre-tax loss on the change in fair value of the embedded derivatives.
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Principal Financial Group, Inc.

Notes to Consolidated Financial Statements — (continued)

8. Derivative Financial Instruments — (continued)

We offer certain variable annuity products with a GMWB rider. The GMWB provides that the contractholder will
reccive at least their principal deposit back through withdrawals of up to a specified annual amount, even if the account
value is reduced to zero. The GMWB represents an embedded derivative in the variable annuity contract that is required
to be reported scparately from the host variable annuity contract. Declines in the cquity market may increase our
exposure to benefits under contracts with the GMWB. We economically hedge the GMWB exposure using futures,
options and intcrest rate swaps, For the years ended December 31, 2006, and 2005, respectively, we recognized in net
income a $4.2 million and $0.5 million pre-tax loss on the hedging insiruments and a $2.8 million pre-tax gain and
$0.2 million pre-tax loss on the change in fair value of the embedded derivatives, respectively.

9. Closed Block

In connection with the 1998 MIHC formation, Principal Life formed a Closed Block to provide reasonable assurance
to policyholders included therein that, after the formation of the MIHC, assets would be available to maintain dividends
in aggregate in accordance with the 1997 policy dividend scales, if the experience underlying such scales continued. Assets
of Principal Life were allocated to the Closed Block in an amount that produces cash flows which, together with
anticipated revenue from policies and contracts included in the Closed Block, were expected to be sufficient to support
the Closed Block policics, including, but not limited to, provisions for payment of claims, certain expenses, charges and
taxes, and to provide for continuation of policy and contract dividends in aggregate in accordance with the 1997 dividend
scales, if the experience underlying such scales continues, and to allow for appropriate adjustments in such scales, if such
expericnece changes. Due to adjustable life policies being included in the Closed Block, the Closed Block is charged with
amounts necessary to properly fund for certain adjustments, such as face amount and premium increases, that are made
to these policics after the Closed Block inception date. These amounts are referred to as Funding Adjustment Charges
and arc treated as capital transfers from the Closed Block.

Asscts allocated to the Closed Block inure solely to the benefit of the holders of policics included in the Closed
Block. Closed Block assets and liabilities are carried on the same basis as other similar assets and liabilities. Principal Life
will continue to pay guaranteed benefits under all policies, including the policies within the Closed Block, in accordance
with their terms, If the assets allocated to the Closed Block, the investment cash flows from those asscts and the revenues
from the policics included in the Closed Block, including investment income thereon, prove to be insufficient to pay the
benefits guarantced under the policies included in the Closed Block, Principal Life will be required to make such
payments from their general funds. No additional policies were added to the Closed Block, nor was the Closed Block
affected in any other way, as a result of the demutualization.

A PDO is required to be established for earnings in the Closed Block that are not available to stockholders. A model
of the Closed Block was established to produce the pattern of expected earnings in the Closed Block (adjusted to
eliminate the impact of related amounts in accumulated other comprehensive income).

If actual cumulative carnings of the Closed Block are greater than the expected cumulative earnings of the Closed
Block, only the expected cumulative earnings will be recognized in income with the excess recorded as a PDO. This PDO
represents undistributed accumulated earnings that will be paid to Closed Block policyholders as additional policyholder
dividends unless offset by future performance of the Closed Block that is less favorable than originally expected. If actual
cumulative performance is less favorable than expected, only actual earnings will be recognized in income. At
December 31, 2006 and 2005, cumulative actual earnings have been less than cumulative expected earnings. As of
December 31, 2006, cumulative net unrealized gains were not greater than expected. Therefore, there was no PDO
liability as of December 31, 2006. However, cumulative net unrealized gains were greater than expected, resulting in the
recognition of a PDO of $33.7 million, and $118.5 million as of December 31, 2005 and 2004, respectively.
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9, Closed Block — (continued)

Closed Block liabilities and assets designated to the Closed Block were as follows:

December 31,
2006 2008

(in millions}

Closed Block liabilities

Future policy benefits and claims . ... ....... ... ... .. .. .. ... .. ... $5,376.0 $5,387.1
Other policyholder funds ... ... R e e e 26.4 27.3
Policyholder dividends payable . ........... ... ... ... .. L 3574 361.0
Policyholder dividend obligation ... ......... ... .. ... ... . . oo — 33.7
Other liabilities . . .. ... ... e e 61.5 57.0
Total Closed Block liabilities . .. ... ... o e 58213 5866.1
Assets designated to the Closed Block
Fixed maturities, available-for=sale . .......... ... ... ... ... ... ..... ... 03,0237 29898
Equity securities, available-for-sale ............. ... ... .. ... ... 0 65.9 715
Mortgage J0aNS . ... ... i e e 640.3 716.4
Policy 0ans . . ... . e s 755.2 754.6
O her IVESIMENTS . . L .. e e e e 84.4 47.7
Total INVESLMENTS . . . ot ottt e et e et et e e e e e e e e e 4,569.5 4,580.0
Cash and cash equivalents . ... ... ... ... .. . . i 50.9 343
Accrued investment income . ....... e 70.8 71.0
Deferred income tax assel ... ... . ... i e 72.8 73.6
Premiums due and other receivables . . ... ... ... ... L o oL 17.9 20.2
e ASSBES . . . . ot e e e e e 423 359
Total assets designated to the Closed Block . ........... ... .. .. . .. 4,824.0 48150
Excess of Closed Block liabilities over assets designated to the Closed Block . . . . 9973 1,051
Amounts included in other comprehensive income . ... ........ ... ... ... 55.7 61.5

Maximum future earnings to be recognized from Closed Block assets and
habilities . ... ... . e $1,053.0 $1,112.6
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Notes to Consolidated Financial Statements — (continued)

9, Closed Block — (continued)

Closed Block revenues and expenses were as follows:

For the year ended December 31,
2006 2005 2004

(irr millions)

Revenues
Premiums and other considerations . . ... . ... ... .. .. .. ... ... $596.7 $617.7 $648.7
Net investment iNCOME . . ... ottt e et e 293.2 2944 301.6
Net realized/unrealized capital gains (losses) ... ................. 0.9) 23 (4.1)
Total revenues .. ... ... 889.0 914.4 946.2
Expenses
Benefits, claims and settlement expenses . .. ... ... .. ... . ..., 497.0 518.8 515.1
Dividends to policyholders .. ...... ... . ... . . . 2879 2853 289.1
Operating €Xpenses . .. ..ottt e e e 5.5 9.1 11.6
TOLA] EXPEISCS © . ot et i e et e et e e e e e e e 789.5 813.2 815.8
Closed Block revenue, net of Closed Block expenses, before income
BAXES . o ottt e e 99.5 101.2 130.4
INCOME (AXES . . . . o e e e e e 322 324 42.6
Closed Block revenue, net of Closed Block expenses and income taxes . 67.3 68.8 87.8
Funding adjustment charges .. .......... ... ... oo .. (7.7 (8.7) (10.1)
Closed Block revenue, net of Closed Block expenses, income tax and
funding adjustment charges . .. ........ ... .. . .. o $ 59.6 $ 60.1 $ 777

The change in maximum future earnings of the Closed Block was as follows:

For the year ended December 31,

2006 2005 2004
{in millions)
Beginning of year . . . . ... ... $1,112.6 $1,172.7 $1,2504
Endofyear . ... ... .. . . e e 1,053.0 1,112.6 1,172.7
Change in maximum future earnings . . .. ..................... $ (59.6) 3 (60.1) § (77.7)

Principal Life charges the Closed Block with federal income taxes, payroll taxes, state and local premium taxes and
other state or local taxes, licenses and fees as provided in the plan of reorganization.

10. Deferred Policy Acquisition Costs

Policy acquisition costs deferred and amortized in 2006, 2005 and 2004 were as follows:

For the year ended December 31,

2006 2005 2004
(in millions)
Balance at beginning of year . . . ........ . ... .. $2,174.1 $1,837.6 $1,508.9
Cost deferred during the year . . ... ... ... ... ... ... .. ..., 498.9 482.1 4777
Amortized to expense during the year . .. ........... ... ... .... (239.2) (246.6) (210.8)
Effect of unrealized gains (losses) .. ......... ... ... .. ........ (14.9) 101.0 321
Other(1) .. e — — (30.3)
Balance atend of year . .. ... ... . . i $2418.9 $2,174.1 $1,8376

(1) Due to the January 1, 2004 adoption of SOP 03-1, we reclassified $30.3 million of sales inducements from
DPAC to other assets,

107




Principal Financial Group, Inc.
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11. Insurance Liabilities
Contractholder Funds

Muajor components of contractholder funds in the consolidated statements of financial position are summarized as
follows:

December 31,
2006 2005
(in millions)

Liabilities for investment-type contracts:

IS e e e $12,307.3  $12,601.6
Funding agreements . ... ... it e e 14,2424 11,8320
Other investment-type CONLIACES . . . . . oo vt ittt it ivea e 1,277.8 1,362.9
Total liabilities for investment-type CONtracts. . . . ... ..o iiin e ennn. 27,8275 25,7965
Liabilities for individual annuities . . .. ... .. .. ... .. e 6,429.1 5.414.0
Universal life and other reserves . . . .. ... . ittt e e 2,542.4 2.401.6
Total contractholder funds . . . .. ... .. i e e e $36,799.0 $33,612.1

Our GICs and funding agreements contain provisions limiting early surrenders, which typically include penalties for
early surrenders, minimum notice requirements or, in the case of funding agreements with survivor options, minimum
pre-death holding periods and specific maximum amounts.

Funding agreements include those issued directly to nonqualified institutional investors, as well as to three separate
programs where the funding agreements have been issued directly or indirectly to unconsolidated special purpose
entities. Claims for principal and interest under funding agreements are afforded equal priority to claims of life insurance
and anouity policyholders under insolvency provisions of Iowa Insurance Laws.

We are authorized to issue up to $4.0 billion of funding agreements under a program established in 1998 1o support
the prospective issuance of medium term notes by an unaffiliated entity in non-U.S. markets. As of December 31, 2006
and 2005, $3,770.4 million and $3,203.6 million, respectively, of liabilities arc outstanding with respect to the issuance
outstanding under this program. We do not anticipate any new issuance activity under this program as we are authorized
to issue up to Euro 4.0 billion (approximately USDS$5.3 billion) of funding agreements under a program established in
2006 to support the prospective issuance of medium term notes by an unaffiliated entity in non-U.S. markets. The
unaffiliated entity is an unconsolidated special purpose vehicle. As of December 31, 2006, $474.1 million of liabilitics are
outstanding with respect to the issuance outstanding under this new program,

In addition, we were authorized to issue up to $7.0 billion of funding agreements under a program established in
2001 to support the prospective issuance of medium term notes by an unaffiliated entity in both domestic and
international markets. The unaffiliated entity is an unconsolidated qualifying special purpose entity. As of December 31,
2006 and 2005, $3,747.9 million and $4,744.5 million, respectively, of liabilities are being held with respect to the issuance
outstanding under this program. We do not anticipate any new issuance activity under this program, given our
December 2005 termination of the decalership agreement for this program and the availability of the SEC-registered
program described in the foliowing paragraph.

We were authorized to issue up to $4.0 billion of funding agreements under a program established in March 2004 to
support the prospective issuance of medium term notes by unaffiliated entitics in both domestic and international
markets. In recognition of the use of ncarly all $4.0 billion of initial issuance authorization, this program was amended in
February 2006 to authorize issuance of up to an additional $5.0 billion. Under this program, both the notes and the
supporting funding agrcements are registered with the SEC. As of December 31, 2006 and 2005, $5,831.4 million and
$3,667.9 million, respectively, of liabilities are being held with respect to the issuance outstanding under this program. In
contrast with direct funding agreements, GIC issuances and the other two funding agreement-backed medium term note
programs described above, Principal Life’s payment obligations on each funding agreecment issued under this
SEC-registered program are guaranteed by Principal Financial Group, Inc. '
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11. Insurance Liabilities — {continued)
Future Policy Benefits and Claims

Activity in the liability for unpaid accident and health claims, which is included with future policy benefits and claims
in the consolidated statements of financial position, is summarized as follows:

For the year ended December 31,

2006 2005 2004
(in millions)

Balance at beginning of year . . ........ ... ... .. . .. .., $ 8148 § 7476 § 7195
Incurred:

CUTTENL YEAT it et e et e e e e e e 2,0475  1,787.0  1,682.9

Prior years . .. ... e e e (37.5) (22.0) (28.8)
Total incurred . . ... .. e e e e e e 20100 1,765.0 1,654.1
Payments:

CUITENE YEAT . . . oo et e i e e e 1,666.9 1,444.0 1,376.2

Prior years .. ... ... e 280.7 2538 249.8
Total payments . . ... ... . e 1,947.6 16978  1,626.0
Balance at end of year:

CUITENt YEAT . . . . et et e e et 380.6 343.0 306.7

Prior years . . . ... . 496.6 471.8 440.9
Total balance atend of year ...............c...u... e $ 8772 § 8148 §$§ 7476

The activity summary in the liability for unpaid accident and health claims shows a decrease of $37.5 million,
$22.0 million and $28.8 million for the years ended December 31, 2006, 2005 and 2004, respectively, relating to prior
years. Such liability adjustments, which affected current operations during 2006, 2005 and 2004, respectively, resulted in
part from developed claims for prior years being different than were anticipated when the liabilities for unpaid accident
and health claims were originally estimated. These trends have been considered in establishing the current year liability
for unpaid accident and health claims. We also had claim adjustment expense liabilities of $33.4 million, $30.6 million and
$28.3 million, and related reinsurance recoverables of $4.9 million, $3.5 million and $3.6 million in 2006, 2005 and 2004,
respectively, which are not included in the roliforward above,

12. Debt
Short-Term Debt

The components of short-term debt as of December 31, 2006 and 2005, were as follows:

December 31,

2006 2005

_(Frt—milliom)
Commercial paper .. ... .. ... e $ — $3499
Other recourse short-term debt . .. ... .. ... . . . . e e 23.1 551
Nonrecourse short-term debt . . . ... .. . o e e e e 61.0 71.4
Total short-term debt . . .. .. e e e $84.1 $476.4

As of December 31, 2006, we had credit facilities with various financial institutions in an aggregate amount of
$887.7 million. As of December 31, 2006 and 2005, we had $84.1 million and $476.4 million of outstanding borrowings
related to our credit facilities, with $74.5 million and $110.6 million of assets pledged as support, respectively. Assets
pledged consisted primarily of commercial mortgages and securities. Our credit facilities also include a $600.0 million
back-stop facility to provide 100% support for our commercial paper program, of which there were no outstanding
balances as of December 31, 2006,

The weighted-average interest rates on short-term borrowings as of December 31, 2006 and 2005, were 5.6% and
4.5% respectively.
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12. Debt — (continued)
Long-Term Debt

The components of long-term debt as of December 31, 2006 and 2005, were as follows:

December 31,

2006 2005
(in millions)
8.2% notes payable, due 2009 . . ... . ... $ 4645 354643
4.59% notes payable, due 2011 .. ... ... . L 49.7 51.6
4.93% notes payable, due 2011 . ...... ... ... ... ... 40.5 47.3
6.05% notes payable, due 2036 .. ... ... .. 601.9 —
8% surplus notes payable, due 2044 . . .. ... ... L 99.2 99.2
Nonrecourse mortgages and notes payable ... ... ... . o o oo 2580 1840
Other mortgages and notes payable . . ... ... ... L L 40.0 524
Total long-term debt . . ... .. . e $1,553.8 $898.8

The amounts included above are net of the discount and premium associated with issuing these notes, which arc
being amortized to expense over their respective terms using the interest method.

On October 16 and December 3, 2006, we issued $500.0 million and $100.0 million, respectively, of senior notes from
our shelf registration, which was filed with the SEC in December 2003. The notes will bear interest at a rate of 6.05% per
year. Interest on the notes is payable semi-annually on April 15 and October 15, beginning on April 15, 2007. The notes
will mature on October 15, 2036. A portion of the proceeds was used to fund the acquisition of WM Advisors, Inc., with
the remaining proceeds being used for general corporate purposes.

On November 3, 2005, Principal International de Chile S.A., a wholly owned indirect subsidiary, entered into
long-term borrowing agreements with two Chilean banks in the amount of US $93.9 million. This debt is denominated in
Unidades de Formento (“UF”), a Chilean inflation-indexed, peso-denominated monetary unit. Of this amount, US
$49.0 million of UF +4.59% notes and US $44.9 million of UF +4.93% notes mature on November 3, 2011. Interest on
the notes is payable semi-annually on May 3 and November 3 cach year. The debt outstanding and interest expense will
vary due to fluctuations in the Chilean peso to US dollar exchange rates and Chilean inflation.

On August 25, 1999, Principal Financial Group (Australia) Holdings Pty. Limited, a wholly owned indirect
subsidiary, issued $665.0 million of unsecured redeemable long-term debt. Of this amount, $200.0 million of 7.95% notes
matured on August 15, 2004, with the remaining $465.0 million in 8.2% notes due August 15, 2009. Interest on the notes
is payable semiannually on February 15 and August 15 of each year. Principal Financial Group (Australia) Hoidings Pty.
Limited used the net proceeds from the notes to partially fund the purchase of the outstanding stock of several
companies affiliated with Bankers Trust Australia Group. On December 28, 2001, all of the long-term debt obligations of
Principal Financial Group (Australia) Holdings Pty. Limited were assumed by its parent, Principal Financial Services, Inc.

On March 10, 1994, Principal Life issued $100.0 million of surplus notes due March 1, 2044, at an 8% annual interest
rate. None of our affiliates hold any portion of the notes. Each payment of interest and principal on the notes, however,
may be made only with the prior approval of the Commissioner of Insurance of the State of lowa (the “Commissioner”)
and only to the extent that Principal Life has sufficient surplus earnings to make such payments. Interest for the years
ended December 31, 2006, 2005 and 2004 of $8.0 million, $8.0 million and $10.6 million, respectively, was approved by
the Commissioner, and charged to expense.

Subject to Commissioner approval, the notes due March 1, 2044, may be redeemed at Principal Life’s clection on or
after March 1, 2014, in whole or in part at a redemption price of approximately 102.3% of par. The approximale 2.3%
premium is scheduled to gradually diminish over the following ten years. These notes may be redeemed on or after
March 1, 2024, at a redemption price of 1009 of the principal amount plus interest accrued to the date of redemption,

The non-recourse mortgages, other mortgages and notes payable are primarily financings for real estate
developments. We, including certain subsidiaries, had $135.0 million in credit facilities as of December 31, 2006, with
various financial institutions, in addition to obtaining loans with various lenders to finance these developments.
Qutstanding principal balances as of December 31, 2006, range from $0.3 million to $96.2 million per development with
interest rates generally ranging from 5.5% to 8.6%. Qutstanding principal balances as of December 31, 2003, range from
$0.3 million to $97.5 million per development with interest rates generally ranging from 5.5% to 8.6%. Qutstanding debt
is secured by the underlying real estate properties, which were reported as real estate on our consolidated statements of
financial position with a carrying value of $246.2 million and $284.1 million as of December 31, 2006 and 2005,
respectively.
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12, Debt — (continued)

Also included in non-recourse mortgages and notes payable is a long-term debt obligation we assumed with the
purchase of WM Advisors, Inc. As part of the purchase, we will be bound by a class B share financing agreement
previously entered into by WM Advisors, Inc. and a third party, which was assigned a value of $86.9 million at purchase.
Load mutual fund shares sold without a front end load are referred to as “B shares”. In exchange for paying the selling
commission, the company receives fees in the future to recover the up-front commission cost incurred. Prior to our
purchase, WM Advisors, Inc. had entered into a purchase and sale agreement whereby the third party would purchase the
rights to future cash flow streams in exchange for funding the sales commissions. The fair value of these relinquished fees
is reported as a long-term debt liability. There will be no additional sales under this agreement following the effective
date of the purchase. Therefore, this liability will be extinguished within eight years, which equates to the contractual
term in which the fund can recover fees to cover the upfront commission costs.

At December 31, 2006, future annual maturities of the long-term debt were as follows (in millions):

Year ending December 31:
2007 e e e e e e e $ 1435
2008 . . . e e e e e e e 79.8
2000 . L e e 15.0
2010 . e e e e e e e e e e 13.7
713 565.0
Thereafter . . . e e e e e 736.8
Total future maturities of the long-termdebt .. ... ... ... ... .. ... ............ $1,553.8

Cash paid for interest for 2006, 2005 and 2004, was $83.6 million, $138.9 million and $102.5 million, respectively.
These amounts include interest paid on taxes during these years.

13. Income Taxes

Our income tax expense from continuing operations was as follows:

For the year ended
December 31,

2006 2005 2004
(in millions)

Current income taxes:

U.S. federal .. ... e $210.9 $135.0 $245.1

State and foreign . ... ... .. e 528 442 41.7
Total current INCOME TAXES .« . . v v v vt i et e et e et e et e e e e e 263.7 179.2 286.8
Deferred income taxes (benefits) ............... ... .. ... ... . ... 313 53.0 (108.6)
Total INCOME TAKES .« . v v v v v ettt et e e e e e s e e e e e $295.0 $232.2 3$178.2

Our provision for income taxes may not have the customary relationship of taxes to income. A reconciliation
between the corporate income tax rate and the effective tax rate from continuing operations is as follows:

For the year ended
December 31,

2006 2005 2004

Statutory corporate tax rate . . ... .. ... e 5% 35% 35%
Dividends received deduction . . ... . o L ® O O
Interest exclusion from taxable income .. . .......... ... ... ... ... ... .... @) @
Federal tax settlement for prior years ... . ... ... ... ... . . i i . G 1 —
Synthetic fuel tax credits ... .. .. . e mn 3 —
L0 1= @ O @

B etive 1aX T . . o o e e e e e e 227, 2_1% @%
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13. Income Taxes — {continued)

Significant componcents of our nct deferred income taxes were as follows:

Decentber 31,
2006 2005
(in millions)

Deferred income tax assets (liabilities):

Insurance liabilities . .............. e e e $ 2994 §$§ 32206
Other deferred tax assets . ... ...... B R 88.6 124.3
Total deferred tax assets . .......... . . i e ’ 388.0 446.9
Deferred policy acquisition costs . . .. ... .. e (732.8) (651.5)
Net unrealized gains on available-for-sale securities .. ... ... ... ... ... .. (395.8) (512.9)
Other deferred tax liabilities . .. ... ... ... ... (161.8) (247.7)
Total deferred tax liabilities . . . .. . ... . i e (1,290.4) (1, 412.1)
Total net deferred income tax liabilities. . . . ... ... ... . ... .. . ... ... $ 902.4) § (965.2)

At December 31, 2006 and 2005, respectively, our net deferred tax liability includes international net deferred tax
liabilitics of $162.6 million and $115.4 million and U.S. net deferred tax liabilities of $754.6 million and $859.4 million,
which have been included in deferred income taxes in the consolidated statements of financial position. In addition, at
December 31, 2006, and 2005, respectively, our net deferred tax liability included international net deferred tax assets of
$10.2 million and $9.6 million and U.S. net state deferred tax asscts of $4.6 million and $0.0 million, which have becn
included in other assets in the consolidated statements of financial position.

The Internal Revenue Service (the “Service™) has completed examinations of the U.S. consolidated federal income
tax returns for 2003 and prior years. The Service’s completion of the examinations for the years 1999 - 2001 resulted in
notices of deficiency dated December 29, 2004, and March 1, 2005. We paid the deficiencies (approximately
$444.0 million for 1999 and 2000, and $1.3 million for 2001, including interest) in the first quarter of 2005 and have filed,
or will file, claims for rcfund relating to the disputed adjustments. The examination for the years 2002 and 2003 resulted
in a refund of approximately $176.7 million (including interest) of which $161.5 million related to deficiencies previously
paid as a result of the 1999 through 2001 examination. We belicve that we have adequate defenses against, or sufficient
provisions for, the contested issues, but final resolution of the contested issucs could take scveral ycars while legal
remedies are pursucd. Consequently, we do not expect the ultimate resolution of issues in tax years 1999 - 2003 10 have a
material impact on our nct income. Similarly, we believe there are adequate defenses against, or sufficient provisions for,
any challenges that might arise in tax years subsequent to 2003.

U.S. Federal and state income taxes have not been provided on approximately $247.8 million of accumulated but
undistributed earnings from operations of foreign subsidiaries. Such earnings are considered to be indefinitely reinvested
in the business. It is not practical to determine the amount of the unrecognized deferred tax liability that would arise if
these carnings were remitted due 1o foreign tax credits and exclusions that may become available at the time of
remittance. A tax liability will be recognized when we no longer plan to indefinitely reinvest the carnings or when we plan
to sell"all or a portion of our ownership interest.
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On October 22, 2004, The American Jobs Creation Act of 2004 was signed into law. The American Jobs Creation
Act of 2004 included a repatriation provision granting U.S. corporations a special deduction of 83% of certain qualifying
dividends from their forcign subsidiarics. A company could elect to apply this provision to qualifying carnings that are
repatriated in its 2005 tax year. Pursuant 1o The American Jobs Creation Act of 2004, we implemented two domestic
reinvestment plans in 2005. In accordance with the provisions of the Internal Revenue Code, we clected an 85% dividend
received deduction on cligible cash dividends totaling $28.8 million.

Net cash paid for income taxes was $139.5 million in 2006, which included a $155.1 million audit refund pertaining o
prior tax vears; $638.1 million in 2003, primarily due to the notices of deficiency noted above; and $599.3 million in 2004,
of which $444.3 million was attributable to the sale of Principal Residential Mortgage, Inc.

14. Employee and Agent Benefits

We have defined benefit pension plans covering substantially all of our employees and certain agents. Somec of these
plans provide supplemental pension bencfits to employees with salaries and/or pension benefits in excess of the qualified
plan limits imposed by federal tax law. The employees and agents are generally first cligible for the pension plans when
they reach age 21. For plan participants employed prior to January 1, 2002, the pension benefits are based on the greater
of a final average pay benefit or a cash balance benefit. The final average pay benefit is based on the years of service and
generally the employee’s or agent’s average annual compensation during the last five years of employment. Partial benefit
accrual of final average pay benefits is recognized from first eligibility until retirement based on attained service divided
by potential service to age 65 with a minimum of 35 years of potential service. The cash balance portion of the plan
started on January 1, 2002, An employee’s account will be credited with an amount based on the employee’s salary, age
and service. These credits will acerue with interest. For plan participants hired on and after January 1, 2002, only the cash
balance plan applies. Qur policy is to fund the cost of providing pension benefits in the years that the cmployees and
agenlts are providing service to us, Our funding policy for the qualified defined benefit plan is to contribute an amount
annuaily at least equal to the minimum annual contribution required under the Employee Retirement Income Security
Act ("ERISA™), and, gencrally, not greater than the maximum amount that can be deducted for federal income tax
purposes. Qur funding policy for the non-qualified benefit plan is to fund the plan in the years that the employees are
providing service 10 us using a methodology similar to the calculation of the net periodic benefit cost under U.S. GAAP,
but using long-term assumptions. However, if the U.S. GAAP funded status is positive, no deposit is made. While we
designate assets to cover the computed liability of this plan, the assets are not included as part of the asset balances
presented in this footnote as they do not qualify as plan assets in accordance with U.S. GAAP

We also provide certain health care, life insurance and long-term care benefits for retired employees. Subsidized
retirce health benefits are provided for employees hired prior to January 1, 2002. Employees hired after December 31,
2001, will have access Lo retiree health benefits but are intended to pay for the full cost of the coverage. The health care
plans are contributory with participants’ contributions adjusted annually; the contributions are based on the number of
years of scrvice und age at retirement for those hired prior to January 1, 2002. As part of the substantive plan, the retiree
hcalth contributions are assumed to be adjusted in the future as claim levels change. The life insurance plans are
contributory for a small group of previously grandfathered participants that have clected supplemental coverage and
dependent coverage.

Covered employees are first eligible for the medical and life postretirement benefits when they reach age 57 and
have completed ten yeurs of service with us. Retiree long-term care benefits are provided for employces whose retirement
was cffective prior to July 1, 2000. Partial benefit accrual of these health, life and long-term care benefits is recognized
from the employec’s date of hire until retirement based on attained scrvice divided by potential scrvice to age 65 with a
minimum of 33 ycars of potential service, Our policy is to fund the cost of providing retiree benefits in the years that the
cmployees are providing scrvice to us using a methodology similar to the calculation of the net periodic benefit cost
under U.S. GAAP. but using long-term assumptions. However, if the U.S. GAAP funded status is positive, no deposit is
made.

We use a measurement date of October | for the pension and other postretirement benefit plans.
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Obligations and Funded Status

The plans’ combined funded status, reconciled to amounts recognized in the consolidated statements of financial
position and consolidated statements of operations, was as follows:

Other postretirement

Pension benefits benefits
December 31, December 31,
2006 2005 2006 2005

(in millions)
Change in benefit obligation

Benefit obligation at beginningof year . ... ... ... ... ... ... $(1,441.7) $(1,312.1) $(287.3) $(287.8)
SEIVICE COSL . o o it e e e e (47.0) (49.7) 95y (10.0)
Interest COSL . . oo e e (81.6) (77.4) 162y (16.9)
Actuarial gain (10sS) . .. 0o e 43.0 (121.1) 47.1 19.8

Participant contributions . . .. ... ... ol — — (4.1) (3.6)
Benefits paid . . .. ... . . e 47.3 447 13.0 11.2

Plan amendments. . .. .. ... ... .. e (0.6) 739 — —
O her .. o e — — 0.9) —

Benefit obligation atend of year . ... ... ... ...l $(1,480.6) $(1,441.7) $(257.9) $(287.3)
Change in plan assets )

Fair value of plan assets at beginning of year. . ................ $1,297.8 § 1,1564 $ 4489 § 4085

Actual return on plan assets . . ... ... oo e 129.8 165.7 26.2 47.5

Employer contribution . ........ ... i 29.8 204 0.5 0.5

Participant contributions. . ... .. ... o — — 4.1 36

Benefits paid . . ... ... (47.3) 447y (13.0) (11.2)
Fair value of plan assets at end of year . ... ... R, $ 14101 $1,297.8 $ 466.7 § 4489

Reconciliation of funded status to amount recognized

Funded (under funded) status. .. ........ ... ... . . $ — $ (14399 $§ — $16l6

Unrecognized net actuarial {gain}loss. .. .................... — 201.2 — (18.3)
Unrecognized prior service benefit ... .. ... ... ... ... ..., — (71.3) — (17.2)
Net prepaid benefit asset (benefit obligation) ................. $ — § (140) $ — $126.1

Amounts recognized in statement of financial position (Pre-SFAS -
158) consist of

Prepaid benefit cost . ........ ... . . i $ — § 1723 $ — $1261
Accrued benefit liability, including minimum liability ... ....... .. — (203.9) — —
Accumulated other comprehensive income ... ... 0 oL — 17.6 — —
Net amount recognized ... ... ... ... $ — $ (140) 3 — 51261
Amount recognized in statement of financial position (Post-SFAS
158)

L0 1 Y] 0 =1 v $ 2051 § — $2089 § —
Other liabilities . . ... ... ... e e (275.6) — (0.1) —
1 1a T | I $ (70.5) § — $2088 $§ —

Amount recognized in accumulated other comprehensive income
(Post-SFAS 158)

Total net actuarial (gain) 10ss ... ... ... .. $ 1135 § — $(5395 $ —
Prior service benefit . . . ..ot e e e e e (61.7) — (14.6) —_
Pre-tax accumulated other comprehensive income (gain) loss . ... .. $ 518 § — $(741) 8§ —

Prior 10 SFAS 158, a company booked on its statement of financial position the net prepaid benefit asset or benefit
obligation for the fiscal year end. Under SFAS 158, a company now recognizes the over funded or under funded status of
the pension and postretirement plans as an asset or liability in its statement of financial position.
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The incremental effect of applying SFAS 158 on individual line items in the statement of financial position as of
December 31, 2006, is as follows:

Before Adjustment flows through
| application of accumulated other After application of
SFAS 158 comprehensive income SFAS 158
{in millions)

Assets for pension plans . ....... ... ... .. $184.2 $20.9 $205.1

Assets for other post-retirement benefit plans . . 134.8 74.1 208.9

Liability for pension plans . . ............. (203.0) (72.6) (275.6)
Liability for other post-retirement benefit

plans ... ... —_ (0.1) 0.1

Additional minimum pension liability . . . . ... (13.4) 13.4 —
Pre-tax accumulated other comprehensive

NCOME . . ot e et et et i e (13.4) 35.7 22.3

Employer contributions to the pension plans include contributions made directly to the qualified pension plan assets
and contributions from corporate assets to pay nonqualified pension benefits. Benefits paid from the pension plans
include both qualified and nonqualified plan benefits. Nonqualified pension plan assets are not included as part of the
asset balances presented in this footnote. The nonqualified pension plan assets are held in a Rabbi trust for the benefit of
all nonqualified plan participants. The asscts held in a Rabbi trust are available to satisfy the claims of general creditors
only in the event of bankruptcy. Therefore, these assets are fully consolidated in our consolidated statements of financial l
position and arc not reflected in our funded status as they do not qualify as plan assets. The market value of assets held in
these trusts was $216.0 millicn as of December 31, 2006, and $198.3 million as of December 31, 2005.

Pension Plan Changes and Plan Gains/Losses

As of January 1, 2006, changes were made to our retirement program, including the Principal Select Saving Plan
(“401(k)"), the Principal Pension Plan (“Pension Plan”) and to the corresponding nonqualified plans. The gualified and
nongqualified pension plan changes include a reduction to the traditional and cash balance formulas, a change in the early
retircment factors, and the removal of the cost of living adjustments for traditional benefits earned after January 1, 2006.
The qualified and nonqualified 401(k) plan’s company match increased from 50% of a contribution rate up o a
maximum of 3% of the participant’'s compensation to 75% of a contribution rate up to a maximum of 6% of the
participant’s compensation. Employees who were at least 47 years old, with a minimum of 10 years of service as of
December 31, 2005, were given the choice to remain under the current pension and 401(k) arrangement or move to the
new plan design. The vast majority of this group chose to remain under the current pension and 401(k) arrangement. The
Pension Plan changes were recognized as a prior service benefit and resulted in a reduction of liabilitics of $73.9 million.

For the ycar ended December 31, 2006, the pension plans had an actuarial gain of $43.0 million, this gain was
primarily due to the increase in the discount rate and was partially offsct by greater than expected salary increases. For
the year ended December 31, 2005, the pension plans had an actuarial loss of $121.1 million, which was primarily due to
the decrease in the discount rate.

The accumulated benefit obligation for all defined benefit pension plans was $1,274.3 million and $1,239.2 million at
December 31, 2006, and 2005, respectively.

The Principal Residential Mortgage, Inc. divestiture in 2004 resulted in a curtailment for the plans that provided
benefits to the Principal Residential Mortgage, Inc. participants. A mid-year re-measurement to reflect the curtailment
occurred as of the date of sale, July 1, 2004. Curtailment gains of $25.1 million and $3.9 million occurred under the
pension and other postretirement benefit plans, respectively in 2004, This did not affect the pension plans or other
postrctirement benefit plans covering agents and managers. In addition, this did not affect the long-term care plan
because these plans consist of only retired participants.

Due to the Principal Residential Mortgage, Inc. divestiture, we provided for contractual termination benefits in
connection with termination of employment for a select group of Principal Residential Mortgage, Inc. management
employces. The pension plan recognized $1.8 million in special termination benefits liability in 2004.
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Other Post Retirement Plan Changes and Plan Gains/Losses

On December 8, 2003, the Medicare Prescription Drug, Improvement and Modernization Act of 2003 (the
“Medicare Modernization Act”) was signed into law. The Medicare Modernization Act introduced 2 prescription drug
benefit under Medicare (“Medicare Part D7) as well as a federal subsidy to sponsors of retirce medical benefit plans. The
prescription drug benefits offered by the sponsor must be at least actuarially equivalent to benefits offered under
Medicare Part D to qualify for the subsidy. This subsidy is effective in 2006 and wouid only apply to benefits paid for
qualifying retirces who have not corolled in Medicare Part D. ;

An actuarial gain of $47.1 million occurred during 2006 for the other postretirement benefit plans. This was duc to a
less than assumed increase in health care claim costs and trend assumption, as well as an increase in the discount rate.
Retiree contributions also increased more than health care claim costs. An actuarial gain of $19.8 million occurred during
2005 for the other postretirement benefit plans, This was duc to a less than assumed increase in health care claim costs
and trend assumption, as well as a refinement in the recognition of Medicare Part D government subsidy. The gain was
partially offset by a decrease in the discount rate.

On July 26, 2004, the Centers of Medicare and Medicaid Services issued proposed regulations that' provided
guidance on the definition of actuarially equivalent retiree prescription drug coverage. These regulations aided in our
third quarter of 2004 determination that the majority of our retiree prescription drug benefit coverage is actuarially
equivalent to Medicare’s Part D prescription drug plan and thus makes us eligible for the tax-free subsidy beginning in
2006. Accordingly, we conducted a mid-year re-measurement during third quarter of 2004 of our retiree medical plans to
reflect the recognition of the Medicare Modernization Act in accordance with FSP No. 106-2, Accounting and Disclosure
Requirements Related to the Medicare Prescripion Drug, Inmprovement and Modernization Act of 2003. This caused an
actuarial gain of approximately $22.5 million for the medical plans. In addition, it also caused the net periodic benefit
cost for 2004 to change for the fourth quarter. The 2004 scrvice cost decreased by approximately $0.2 million, interest
cost decreased approximately $0.4 million and the actvarial loss amortization decreased by $0.1 million. During 2006, the
total Medicare subsidies we received and accrued for were $0.9 million.

Information for pension plans with an accumulated benefit obligation in excess of plan assets:

The obligations below relate only {0 the nonqualified pension plan liabilities. As noted previously, the nonqualified
pluns have assets that are deposited in trusts that fail to meet the requirements to be included in plan assets; however,
these assets arc included in our consolidated statements of financial position.

December 31,

2006 2005
. : (in millions)
Projected benefit obligation . ... ........... e e $275.6 $255.7
Accumulated benefit obligation .. ... ... L PR 2164 2039

Information for other postretirement benefit plans with an accumulated postretirement benefit obligation in excess of
pian assets:

December 31,

2006 2005
(in millions)
Accumulated postretirement benefit obligation ... ... ... . . L L L. $2.1 $2.3

Fairvalue of planassets . . ... ... ... . . 2.0 - Lo
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Components of net periodic benefit cost:

Other postretirement
Pension benefits benefits

For the year ended December 31,
2006 2005 2004 2006 2005 2004

(in millions)

SEIVICE COSL v vt vt vt e e et $ 470 $497 $496 % 95 $100 5 87
INEErESt COSL . . v vttt e oot i e s e §1.6 774 738 162 169 154
Expected return on plan assets . .................. (105.4) (96.2) (87.4) (32.4) (294) (27.6)
Amortization of prior service cost (benefit)........... 9.0) 13 1.8  (2.6) (26) (2.8)
Amortization of transition asset . .................. — — 01 — — —
Recognized net actuarial loss . . ... ....... ... .. ... 204 164 141 0.2 05 0.5
Special termination and benefits .. .............. .. — — .8 — - —
Curtailment gain . . ... ... i — — (138) — — (54
Net periodic benefit cost (income) . . ............... $ 346 $486 $398 $ (9.1)5 (4.6)5(11.2)

The pension plans’ actuarial gains and losscs are amortized using a straight-line amortization method over the
average remaining service period of employees. For the qualified pension plan, there is no corridor recognized in
determining the amount to amortize; for the nonqualified pension plans, the corridor allowed under SFAS 87 is used.

Other
postretirement
Pension benefits henefits

For the year ended December 31,
2006 2005 2006 2005
(in millions)

Other changes recognized in accumulated other comprehensive
income (Post-SFAS 158)

Net actuarial (gain}1oss . . ... ...t $113.5 $ — $(59.5) § —
Prior service benefit . . . ... ... .. . . o i (61.7) —  (14.6) —
Total recognized in accumulated other comprehensive income. . ... .. $51.8 $§ — $(741) 3 —

Total recognized in net periodic benefit cost and accumulated other
comprehensive income .. ... ... ... i $8.4 $— $(832) § —

For 2006, net actuarial (gain) loss and net prior service benefits arc immediately recognized in accumulated other
comprehensive income.

The estimated net actuarial loss and prior service (benefit) that will be amortized from accumulated other
comprehensive income into net periodic benefit cost for the pension benefits during the 2007 fiscal year are $10.0 million
and $(8.3) million, respectively. The estimated net actuarial (gain) and prior service (benefit) for the postretirement
benefits that will be amortized from accumulated other comprehensive income into nct periodic benefit cost during the
2007 fiscal year are $(1.9) million and $(2.6} million, respectively.
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Additional information;

Other
Pension postretirement
benefits benefits

For the year ended December 31,
2006 2005 2006 2005

mrilﬁons)
Increase (decrease) in minimum liability included in other
comprehensive income (Pre-SFAS 158) . ............. ... ...... $4.2) 3595 $— $—

Assumptions:

Weighted-average assumptions used to determine benefit obligations as disclosed under the Obligations and Funded
Status section .

-

' Other
postretirement
Pension benefits benefits
For the vear ended December 31,
2006 2005 2006 - ﬁ
Discount rate. .. .. ................... P 6.15%  575% 6.15% 5.75%
Rate of compensation increase . ................... S 5.00% 5.00% 5.00% 5.00%
Weighted-average assumptions used to determine net periodic benefit cost
\ Pension benefits Other postretirement benefits
For the year ended December 31,
2006 2005 - 2004 . 2006 2005 ‘ 2004
Discountrate ..................... 5.75% 6.00% 6.25%/6.50%* 5.75% 6.00% 6.25%/6.50%*
Expected long-term return on plan assets .  8.25% 8.50% 8.50% 7.30% . 7.30% 731%
Rate of compensation increase .. ....... 500% 5.00% 5.00% C5.00%  5.00% 5.00%

*  The discount rate used to calculate the benefit expense for the first three quarters of 2004 expense related to
the home office pension and other ‘postretirement. benefit plans and retiree medical plans was 6.25%. The
discount rate used to calculate the benefit expense for the last quarter of 2004 was 6.50%. The change in rates
occurred due to the third quarter 2004 remeasurement for the Principal Residential Mortgage, Inc. divestiture
and Medicare Modernization Act. A remeasurement did-not occur on the agents and managers pcnslon and
other non-medical postretirement benefit plans.

For other postretirement benefits, the 7.30% rate for 2006 is based on the weighted average expected long-term
asset returns for the medical, life and long-term care plans. The expected long-term rates for the medical, life and
long-term care plans are 7.25%, 7. 75% and 5.85%, respectively.

The expected return on plan assets is the long-term rate we expect to be carned bdscd on the plans investment
strategy. Historical and expected future returns of multiple asset classes were analyzed to develop a risk free rate of
return and risk premiums for each asset class. The overall rate for each asset class was developed by combining a
tong-term inflation component, the risk free real rate of return and the associated risk premium. A weighted average rate
was developed based on those overall rates and the target asset allocation of the plans. Based on a review in 2005, the
long term expected return on plan assets was lowered for the 2006 pension expense calculation.
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Assumed health care cost trend rates

December 31,

2006 2005
Health care cost trend rate assumed for next year underage 65 ................ 120%  13.0%
Health care cost trend rate assumed for next year age 65 andover . ............. 11.0% 13.0%
Rate to which the cost trend rate is assumed to decline (the ultimate trend rate). . . . 5.0% 5.0%
Year that the rate reaches the ultimate trend rate . ... ............... . ... .. 2018 2017

Assumed health care cost trend rates have a significant effect on the amounts reported for the heaith care plans. A

one-percentage-point change in assumed health care cost trend rates would have the following effects:

1-percentage- l-percentage-
point increase  poinl decrease

{in millions)
Effect on total of service and interest cost components. .. ............ $ 55 $(4.3)
Effect on accumulated postretirement benefit obligation. .. ........... (44.8) 36.6

Pension Plan Assets

The qualified pension plan’s weighted-average asset allocations by asset category as of the two most recent

measurement dates are as follows:

October 1,

Assel category % 2003
Domestic equity SECUTItIEs . . ... ..ottt 54% 54%

International equity securities . ........ e e 14 14

Domestic debt securities .. ... ... ... ... e e 2323

Realestate . ................. A, e e 9 9
Total. .. ..o e e e e 100% 100%

Our investment strategy is to achieve the following:

+ Obtain a reasonable long-term return consistent with the level of risk assumed and at a cost of operation within
prudent levels. Performance benchmarks are monitored.

+ Ensurc sufficient liquidity to meet the emerging benefit liabilities for the plan. |

* Provide for diversification of assets in an effort to avoid the risk of large losses and maximize the investment
return to the pension plan consistent with market and economic risk.

In administering the qualified pension plan’s asset allocation strategy, we consider the projected liability stream of

bencfit payments, the relationship between current and projected assets of the plan and the projected actuarial liabilitics
streams, the historical performance of capital markets adjusted for the perception of future short- and long-term capital
market performance and the perception of future economic conditions.

The overall target assct allocation for the qualified plan assets is:

Asset category - Target allocation
Domestic equity SECUTILIES . . . .. ... . i i e e 40% - 60%
International equity secutities . .. ... . i i e 5% - 15%
Domestic debt securitics. . .. ...... e e e 20% - 30%
International debt securities . .. .. .. ... .. ... oo, [P 0% - 7%
Real ESTALE o o\ oeve ettt et e e B oo 3%-10%
Other .......... ... ... ... e e e e e e R i 0% - 1%
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For 2006 and 2005, respectively, the plan assets include none of our stock. Prior to Aprit 30, 2003, the plah held our
stock in a separate account under an annuity contract. These assets were received in the qualified defined benefit plan as
a result of the 2001 demutualization. These holdings were liquidated as of April 30, 2005.

Other Postretirement Benefit Plan Assets

The other postretirement benefit plans’ welghted average asset allocations by asset category as of the two most
recent measurement dates are as follows:

October 1,

Asset category - . , i . . . % %
Equity securities . ... ... ... ... .., e e e e ~  58% 55%
Debt securities . .. ... .. 42 45

Total. .. ........... e e e e e e e e 100% 100%
The weighted average target asset allocation for the other postretirement benefit plans is:
Asset category . . ‘ l ' Target allocation
Equity SECUrBies . . .. .. . 50 - 70%
Debtsecurities...._.....................1 .......... I P 30 - 50%

The investment strategies and policies for the other postretirement benefit plans are similar to those employed by
the qualified pension plan.

Contributions

We expect to contribute appr0x1mately $1.0 million to our other postretirement benefit plans in 2007. Our funding
policy for the qualified pension plan is to fund the plan annually in an amount at least equal to the minimum annual
contribution required under ERISA and, generally, not greater than the maximum amount that can be deducted for
federal income tax purposes. We do not anticipate that we will be required to fund a minimum annual contribution under
ERISA for the qualified pension plan. At this time, it is too early to estimate the amount that may be contributed, but it is
possible that we may fund the plans in 2007 in the range of $20-$50 million. This includes funding for both our qualified
and nonqualified pension plans.

Estimated Future Benefit Payments

The following benefit payments, which reflect expected future service, expected to be paid and the amount of
tax-free subsidy receipts under Medicare Part D expected to be received are:

Other postretirement benefits
(gross benefit payments,
including prescription drug Amount of Medicare Part D
Pension benefits benefits) : subsidy receipts

‘ {in millions)
Year ending December 31: .o o B
2007 $ ‘51_5 e, $ 18.7 . $ L0

2008 ... , 55.1 o 20,5 . - 1.2
2009 ... 59.1 22.6 1.3
2010 ....... [ 63.9 25.0 1.5
2000 ... e 69.7 . 27.7 ‘ 1.7
2012-2016 . . ot ‘ 448.4 . 1820 12.2

The above table reflects the total estimated future benefits to be paid from the plan, including both our share of the
benefit cost and the participants’ share of the cost, which is funded by their contributions to the plan.

The assumptions used in calculating the estimated future benefit payments are the same as those used to measure
the benefit obligation for the year ended December 31, 2006.
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The information that follows shows supplemental information for our defined bencfit pension plans. Certain key

summary data is shown separately for qualified and non-qualificd plans.

Reconciliation of funded status to amount
recognized

Benefit obligation, end of the year .. .. ..

Fair value of plan assets, end of the year .

Funded (underfunded) status . .........
Unrecognized net actuarial loss .. ... ...
Unrecognized prior service benefit .. .. ..

Net amount recognized . ... ..........

Amounts recognized in statement of
financial position {(Pre-SFAS 158)
Prepaid benefit cost ... ..o
Accrued benefit liability including
minimum lLability ... ... ... ... ..
Accumulated other comprehensive income .

Net amount recognized . ... ..,

Amount recognized in statement of
financial position (Post-SFAS 158)

Other assets ... ...ovvtiinn ...

Other labilities . ... .......... .. ...,

Total . .. .o e

Amount recegnized in accumwlated other
comprehensive income (Post-SFAS 158)
Total net actvarial loss . .. ... ... .. ..
Prior service benefit. . ... ... ... ...

Total accumulated other comprehensive
income (not adjusted for applicable tux) .

Components of net periodic benefit cost

Service €ost . .. . .o e
Interest cost ... ...... ... .. ..
Expected return on plan assets .. .......
Amortization of prior service cost (benefit) .
Recognized net actuarial loss ... ... ...,

Net periodic benefit cost . ............
Total recognized in net periodic benefit

cost and accumulated other
comprehensive income . . ... ... ...

For the year ended December 31,

2006 2005
Qualified  Nonqualified Qualified Nonqualified
plan plans Total plan plans Total
(in millions)
$ — $ — 8 — $(1,0860) $(2557) $(1,44L.7)
— —_ — 1,297.8 — 1,297.8
— - — 1118 (255.7) (143.9)
— —_ — 111.5 89.7 201.2
— — — (51.0) (20.3) (71.3)
$ — $§ — $§ — $ 1723 $(1863) $ (14.0)
$ e 5 — $ — $ 1723 3 — $ 1723
_ — — —  (203.9) (203.9)
_ — — — 17.6 17.6
$ — $ — § — § 1723 $(1863) $ (i4.0)
$ 205.1 5 — $2051 $§ — - 5 —
— (275.6) (275.6) — — —
$ 205.1 $(275.6) $ (70.5) $ - 5§ — $ —
$ 242 $ 89.3 $1135 § — $ — 5 —_
(45.1) (16.6) (61.7) —_— — —
$ (20.9) $ 727 $ 518 % — $ — $ —
$ 393 $ 77 $ 470 $ 419 3 78 3 497
67.2 14.4 81.6 63.7 13.7 77.4
(105.4) —  (105.4) (96.2) — (96.2)
59 (3.1) (9.0) 28 (1.5) 1.3
12.9 7.5 20.4 11.2 5.2 16.4
$ 81 $ 265 $ 346 § 234 $ 252 $ 486
$ (12.8) § 99.2 $ 8.4 3 — $ — $ —

In addition, we have defined contribution plans that are generally available to all employees and agents. Eligible
participants could not contribute more than $15,000 of their compensation to the plans in 2006. Effective January 1, 2006,
we made several changes to the retircment programs. In general, the pension and supplemental executive retirement plan
benefit formulas were reduced, and the 401(k) matching contribution was increased. Employees who were age 47 or older

121




Principal Financial Group, Inc,
Notes to Consolidated Financial Statements — (continued)

14. Employee and Agent Benefits — (continued)

with at least ten ycars of service on December 31, 2005, could elect to retain the prior benefit provisions and forgo receipt
of the additional matching contributions. The employees who elected to retain the prior benefit provisions are referred to
as “Grandfathered Choice Participants”. In 2006, we malched the Grandfathered Choice Participant’s contribution at a
5(% contribution rate up to a maximum contribution of 3% of the participant’s compensation. For all other participants,
we matched the participant’s contributions at a 75% contribution rate up to a maximum of 6% of the participant’s
compensation. The defined contribution plans allow employees to choose among various investment options, including
our common stock. We contributed $36.4 million, $19.0 million and $18.6 million in 2006, 2005, and 2004, respectively, to
our qualified defined contribution plans. :

We also have a nonqualified defined contribution plan available to select employees and agents which allows them to
contribute amounts in excess of limits imposed by federal tax law. In 2006, we matched the Grandfathered Choice
Participant’s Contribution at a 50% contribution rate up to a maximum contribution of 3% of the participani’s
compensation. For all other participants, we matched the participant’s contributions at a 73% contribution rate up to a
maximum contribution of 6% of the participant’s compensation. We contributed $8.0 million, $4.8 million and
$4.5 million in 2006, 20035, and 2004, respectively, to our nonqualified defined contribution plans.

15. Contingencies, Guarantees and Indemnifications
Litigation

We are regularly invoived in litigation, both as a defendant and as a plaintiff, but primarily as a defendant. Litigation
naming us as a defendant ordinarily arises out of our business operations as a provider of asset management and
accumulation products and services, life, health and disability insurance. Some of the lawsuits are class actions, or purport
to be, and some include claims for punitive damages. In addition, regulatory bodies, such as state insurance departments,
the SEC, the National Association of Sccurities Dealers, Inc., the Department of Labor and other regulatory bodies
regularly make inquirics and conduct examinations or investigations concerning our compliance with, among other
things. insurancc laws, sccurities laws, ERISA and laws governing the activities of broker-dealers.

Several lawsuits have been filed against other insurance companies and insurance brokers alleging improper conduct
relating to the payment and non-disclosure of contingent compensation and bid-rigging activity. Several of these suits
were filed as purported class actions. Several state attorneys general and insurance regulators have initiated industry-wide
inquiries or other actions relating to compensation arrangements between insurance brokers and insurance companies
and other industry issues. Beginning in March of 2005, we have received subpoenas and interrogatories from the offices
of the Attorneys General of New York and Connecticut secking information rclated to compensation agreements with
brokers and agents and the sale of rctirement products and services. We are cooperating with these inquiries. To date,
none of these Attorneys General investigations has resulted in any action against us. We are, however, engaged in
discussions with the Connecticut and New York Attorney General’s Office with respect to broker payments relating to
sales of our single premium group annuity products, which primarily fund terminating defined benefit plans. At this point,
we cannot predict the outcome of these discussions. We have received other requests from regulators and other
governmental authorities relating to other industry issues and may receive additional such requests, including subpoenas
and interrogatorics, in the future.

On December 23, 2004, a lawsuit was filed in Towa state court against us and our wholly owned subsidiaries, Principal
Life and Principal Financial Services, Inc., on behalf of a proposed class comprised of the settlement class in the Principal
Life sales practices class action scttlement, which was approved in April 2001 by the United States District Court for the
Southern District of lowa. This more recent lawsuit claims that the treatment of the settlement costs of that sales
practices litigation in relation to the allocation of demutualization consideration to Principal Life policyholders was
inappropriate. Demutualization allocation was done pursuant to the terms of a plan of demutualization approved by the
policyholders in July 2001 and the Commissioner in August 2001. The lawsuit further claims that such allocation was not
accurately described to policyholders during the demutualization process and is a breach of the sales practices settlement.
On January 27, 2005, we filed a notice to remove the action from state court to the United States District Court for the
Southern District of Iowa. On July 22, 2005, the plaintiff’s motion to remand the action to state court was denied, and our
motion to dismiss the lawsuit was granted. On September 21, 2005, the plaintiff’s motion to alter or amend the judgment
was denicd. On October 4, 2005, the plaintiff filed a notice of appeal to the United States Court of Appeals for the
Eighth Circuit. Oral argument was held on April 20, 2006. On October 20, 2006, the Court of Appeals affirmed our
motion to dismiss.

On November 8, 2006, a trustee of Fairmount Park Inc. Retirement Savings Plan filed a putative class action lawsuit
in the United States District Court for the Southern District of Illinois against Principal Life. The complaint alleges,
among other things, that Principal Life breached its alleged fiduciary dutics while performing services to 401(k) plans by
failing to disclose, or adequately disclose, to employers or plan participants the fact that Principal Life receives “revenue
sharing fees from mutual funds that are included in its pre-packaged 401(k) plans” and allegedly failed to use the revenue
to defray the cxpenses of the services provided to the plans, Principal Life has filed its Answer and a Motion to Transfer
and intends to aggressively defend the lawsuit. Plaintiff further alleges that these acts constitute prohibited transactions
under ERISA. Plaintiff seeks to certify a class of all retirement plans to which Principal Life was a service provider and
for which Principal Lifc received and retained “revenue sharing” fees from mutual funds. Plaintiff seeks declaratory,
injunctive and monetary relief. Principal Life intends to aggressively defend the lawsuit.

122




Principal Financial Group, Inc.

Notes to Consolidated Financial Statements — {continued)

15. Contingencies, Guarantees and Indemnifications — (continued)

While the outcome of any pending or future litigation cannot be predicted, management does not believe that any
pending litigation will have a material adverse effect on our business or financial position. The outcome of litigation is
always uncertain, and unforeseen results can occur. It is possible that such outcomes could materially affect net income in
a particular quarter or annual period.

Guarantees and Indemnifications

In the norma! course of business, we have provided guarantees to third parties primarily related to a former
subsidiary, joint ventures and industrial revenue bonds. These agreements generally expire through 2019. The maximum
exposure under these agreements as of December 31, 2006, was approximately $180.0 million; however, we believe the
likelihood is remote that material payments will be required and thereforc have not accrued for a lability on our
consolidated statements of financial position. Should we be required to perform under these guaraniees, we generally
could recover a portion of the loss from third parties through recourse provisions included in agreements with such
parties, the sale of assets held as collateral that can be liquidated in the event that performance is required under the
guarantees or other recourse generally available to us, therefore, such guarantees would not result in a material adverse
effect on our business or financial position. Tt is possible that such outcomes could materially affect net income in a
particular quarter or annual period. The fair value of such guarantees is not material.

We arc also subject to various other indemnification obligations issued in conjunction with certain transactions,
primarily the sale of Principal Residential Mortgage, Inc. and other divestitures, acquisitions and financing transactions
whose terms range in duration and often are not explicitly defined. Certain portions of these indemnifications may be
capped, while other portions are not subject to such limitations; therefore, the overall maximum amount of the obligation
under the indemnifications cannot be reasonably estimated. While we are unable to estimate with certainty the ultimate
legal and financial lability with respect to these indemnifications, we believe the likclihood is remote that material
payments would be required under such indemnifications and therefore such indemnifications would not result in a
material adverse effect on our business or financial position. It is possible that such outcomes could materially affect net
income in a particular quarter or annual period. The fair value of such indemnifications was determined to be
insignificant.

Operating Leases

As a lessce, we lease office space, data processing equipment, office furniture and office equipment under various
operating leases. Rental expense for the year ended December 31, 2006, 2005 and 2004, respectively, was $47.5 million,
$52.1 million and $46.2 million.

At December 31, 2006, the future minimum lease payments are $201.5 million. The following represents payments
due by period for operating lease obligations as of December 31, 2006 (in millions).

Year ending December 31: :

2007 . e e e e e $ 56.4
008 . . e e e e e e e e 47.8
2009 . . o e e e e e e e e 373
2000 . e e e e e e 26.8
1 ) 1 1 17.0
2012 and therealter . . . . . o e e e e e e e e e e e 30.2

215.5
Less future sublease rental income on noncancelable leases. .. ... ... ... .. ... . ... ... 14.0
Total future minimum lease Payments . ... ... ...ttt $201.5
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Capital Lease

As a lessce, we lease an aircraft under a capital lease. As of December 31, 2006 and 2005, respectively, the aircraft
had a gross asset balance of $14.4 million and accumulated depreciation of $1.1 million and $0.5 million. Depreciation
expense for both the years ended December 31, 2006 and 2005, was $0.6 million.

At December 31, 2006, the future minimum lease payments are $17.9 million. The following represents payments
due by period for capital lease obligations as of December 31, 2006 (in millions).

Year ending December 31: i ,
2007 e e oL B 09

2008 e e 1.0
2000 . e 1.1
2000 e 1.1
200 e 1.2
2012 and thereafter .. ... . ... e 12.6

Total . e $17.9

Securities Posted as Collateral

We posted $484.5 million in securities under collateral agreements at December 31, 2006, to satisfy collateral
requirements primarily associated with our derivatives credit support agrcements and a reinsurance arrangement with
our U.S. Asset Management and Accumulation segment.

16. Stockholders’ Equity
Preferred Stock

As of December 31, 2006, we had 13.0 million shares of preferred stock authorized, issued and outstanding under
the two scrics described below. Preferred stockholders have dividend and liquidation priority over common stockholders.

Series 4. On June 16, 2005, we issucd 3.0 million shares of fixed rate, non-cumulative, Series A Perpetual Preferred
Stock (“Series A Preferred Stock”), at an initial offering price of $100 per sharc. We received net procecds of
$296.0 million after offering costs., Dividends on the Series A Preferred Stock -are non-cumulative and are payable
quarterly when, and if, declared by our Board of Directors. Dividends commenced on September 30, 2005, at a rate of
3.563% per annum of the liquidation preference. On or after the dividend payment date in June 2015, the Series A initial
distribution rate will become a floating rate, subject to reset, at our option, subject to certain conditions and parameters.
If reset, the rate may be at fixed or floating rates. On or after the dividend payment date in June 2015, we may, at our
option, redeem the shares at a price of $100 per share, or $300.0 million in the aggregate, plus accrued and unpaid
dividends for the then current dividend period to the date of redemption, if any.

The Series A Preferred Stock has no stated maturity and is not convertible into any other of our securities. Series A
Preferred Stock will have no voting rights, except with respect to certain fundamental changes in the terms of the shares
and in the case of certain dividend non-payments,

Series B. On June 16, 2005, we issued 10.0 million shares of fixed rate, non-cumulative, Scrics B Perpetual Preferred
Stock (“Scries B Preferred Stock”), at an initia]l offering price’ of $25 per share. We received net proceeds of
$246.0 million after offering costs. Dividends on the Series B Preferred Stock are non-cumulative and are payable
quarterly when, and if, declared by the Board of Directors. Dividends commenced on September 30, 2005, at a rate of
6.518% per annum of the liquidation preference. On or after the dividend payment date in June 2035, the Series B initial
distribution rate will become a floating rate, subject to resct, at our option, subject to certain conditions and parameters.
If reset, the rate may be at fixed or floating rates. On or after the dividend payment date in June 2015, we may, at our
option, redcem the shares at a price of $25 per share, or $250.0 million in the aggregate, plus accrucd and unpaid
dividends for the then current dividend period to the date of redemption, if any.

The Scries B Preferred Stock has no stated maturity and is not convertible into any other of our securities. Series B
Preferred Stock will have no voting rights, except with respect to certain fundamental changes in the terms of the shares
and in the case of certain dividend non-payments.
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i6. Stockholders’ Equity — (continued)
Dividend Restrictions and Payments

The certificates of designations for the Series A and B Preferred Stock restrict the dectaration of preferred dividends
if we fail to meet specified capital adequacy, net income or stockholders’ equity levels. As of December 31, 2006, we have
no preferred dividend restrictions.

On March 30, 2006, June 30, 2006, October 2, 2006, and Janvary 2, 2007, we paid a dividend of $8.3 million,
$8.2 million, $8.3 million and $8.2 million, respectively, equal to $1.39 per share on Series A non-cumulative perpetual
preferred stock and equal to $0.41 per share on Serics B non-cumulative perpetual preferred stock. Dividends were paid
to stockholders of record as of March 15, 2006, Junc 15, 2006, September 14, 2006, and December 14, 2006, respectively.

On September 30, 2005, and December 30, 2005, we paid a dividend of $9.4 million, and $8.3 million, respectively,
equal to $1.59 per share and $1.39 per share, respectively, on Series A non-cumulative perpetual preferred stock and
equal to $0.47 per sharc and $0.41 pér share, tespectively, on Series B non-cumulative perpetual preferred stock, to
stockholders of record as of September 1, 2005, and December 15, 2005, respectively.

Common Stock

On December 15, 2006, we paid an annual dividend of $214.7 million, equal to $0.80 per share. to stockholders of
record as of November 22, 2006. On December 16, 2005, we paid an annual dividend of $182.2 million, equal to $0.65 per
share, to stockholders of record as of November 17, 2005. On December 17, 2004, we paid an annual dividend of
$166.5 million, equal to $0.55 per share, to stockholders of record as of November 12, 2004.

On May 19, 2006, following our Board of Directors’ share repurchase authorization, we entered into an accelerated
common stock repurchase agreement with a third party investment bank for an aggregate purchase price of
$500.0 million. On this date, we paid $500.0 million and received the initial delivery of 7.7 million common shares, while
retaining the right to receive additional common shares depending on the volume weighted average share price of our
common stock over the program’s duration. The program was completed in November 2006. Under this program, we
purchased 9.3 million common shares at an average price of $53.59.

In Junc 2005, following our Board of Directors’ share repurchase authorization of up to 15.0 million shares, we
entered into an accelerated stock repurchase agreement with a third party investment bank for approximately
13.7 million shares of our common stock with an initial payment of $542.3 million, using cash proceeds from the preferred,
stock issuance. The transaction was subject to a market price adjustment provision based on the volume weighted average
market price over the execution period, which could be settled in shares or cash. On October 3, 2005, we elected to settle
in cash. On November 10, 2005, the transaction was completed for an additional payment of $84.0 million.

In the last three years, our Board of Directors has authorized various repurchase programs under which we are
allowed to purchase shares of our outstanding common stock. Shares repurchased under these programs are accounted
for as treasury stock, carried at cost and reflected as a reduction to stockholders’ equity.

In November 2006, our Board of Directors authorized a repurchase program of up to $250.0 million of cur
outstanding common stock. As of December 31, 2006, no purchases have been made under this program.
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16. Stockholders’ Equity — (continued)
Reconciliation of Qutstanding Shares

Series A’ Series B
Preferred  Preferred Common

Stock Stock Stock
(in millions)

Outstanding shares at January 1, 2004 . . .. . ... .. . — — 320.7
Sharesissued . ...................... N . -— — 1.6
Treasury stock acquired ... ............ Ceea e e e — | 21.7)
Outstanding shares at December 31,2004 ............... L — —_ 300.6
Sharesissued .. ........ ... ... ... . L, [, .. 3.0 10.0 22
Treasury stock acquired . ................... I U L. = = (22.2)
Qutstanding shares at December 31, 2005 .. ... e e e e v 3.0 10.0 280.6
Shares issued . . . .. . e — — 2.3
Treasury stock acquired . ....... ... ... ... ... .. e — = (14.5)

268.4
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Accumulated Qther Comprehensiv.e‘lncome

Comprchensive income includes all changes in stockholders’ equity during a period except those resulting from
investments by stockholders and distributions to stockholders.

The components of accumulated other comprehensive income were as follows:

Net unrealized Net unrealized . Foreign Accumulated
gains on losses on currency  Minimum other
available-for-sale derivative translation pension comprehensive
securities instruments adjustment liability income
(in millions)
Balances at January 1,2004 . ........... . $1,3504 $(59.0) $M7.6)  $(2.5) $1,171.3
Net change in unrealized gains on fixed ‘ . :
maturities, available-for-sale .......... 91.3 — — — 91.3
Net change in unrealized gains on equity

securitics, available-for-sale . .......... (4.1) — — — (4.1)
Net change in unrealized gains on equity .
method subsidiaries and minority interest

adjustments .. ........ ... ..., (28.0) _ — — (28.0y
Adjustments for assumed changes in

amortization pattern . .. ......... e 282 -— ' — — 28.2
Net change in unrealized losses on

derivative instruments . . ............. — 88.9 — — 88.9
Net change in unrealized gains on

policyholder dividend obligation .. ... .. (19.5) — — — (19.5)
Change in net foreign currency translation

adjustment . ... ......... ... .. .. ... — — 328 — 328
Change in minimum pension liability

adjustment .. ... ... ... ... — — — (4.3) (4.3)
Net change in provision for deferred income

tax benefit (expense). . .......... ... (13.2) (31.1) (0.5) 1.5 (43.3)
Balances at December 31,2004 . . . .. ... .. $1,405.1 $(1.2) $ (853) 3$(5.3) $1,3133
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Balances at Janvary 1, 2005 . . .. . ..... ..
Net change in unrealized gains on fixed
maturitics, available-for-sale .. ........
Net change in unrealized gains on equity
securities, available-for-sale . ..........
Net change in unrealized gains on equity
method subsidiaries and minority interest
adjustments
Adjustments for assumed changes in
amortization pattern .. ... .. ... ... ...
Net change in unrealized losses on
derivative instruments . ... .. ... ...
Net change in unrealized gains on
policyholder dividend obligation. .. ... ..
Change in net foreign currency translation
adjustment .. ...
Change in minimum pension liability
adjustment . ... ... ... ... L.
Net change in provision for deferred income
tax benefit

Balances at December 31, 2005 .. ... ... ..

Net unrealized Net unrealized Foreign Accumulated
gains on gains (losses) currency Minimum other
available-for-sale  on derivative  translation pension comprehensive
securities instruments adjustment liability income
{in mitlions)
$1,405.1 $ (1.2) $(85.3) $(5.3)  $1,3133

(834.0) — — —_— (834.0)
6.3 — — — 6.3
20.2 — — — 202
94.7 — — — 94.7

— 41.6 — — 416
84.7 — — — 847
— — 62.1 — 62.1

— — — (9.5) (9.5)
2270 (16.5) 1.6 33 2154
$1,004.0 $ 23.9 $(21.6)  $(11.5) $ 994.8
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Net unrealized Net unrealized Foreign Unrecognized Accumulated
gains on gains on currency post-retirement  Minimum other
available-for-sale derivative translation benefit pension comprehensive
securities instruments adjustment obligations liability income

{in millions)

Balances at January 1, 2006 . $1,004.0 $23.9 $(21.6) $
Net change in unrealized

gains on fixed maturities,

available-for-sale . . . ... .. (349.7) —_ —_
Net change in unrealized

gains on cquity securities,

available-for-sale . . . .. ... (11.4) — —
Net change in unrealized

gains on equity method

subsidiaries and minority

interest adjustments . .. .. 26.7 —_ —
Adjustments for assumed

changes in amortization

pattern. . ............. 8.1 — —
Net change in unrecalized

gains on derivative

instruments . .......... —_ 6.8 —
Net change in unrealized

gains on policyholder

dividend obligation . . . . .. 337 — -_—
Change in net foreign

currency transtation

adjustment .. ....... ... — — (1.1)
Change in minimum pension

lability . . .......... ... — — -
Transition adjustment related

to post-retirement benefit

— $(11.5) $ 9948
— — (349.7)

— — (11.4)

— — 26.7

— — 33.7

— — (1.1}

obligations . . .......... — — — 223 134 35.7

Net change in provision for
deferred income tax
benefit (expense) . ...... 119.3 24 (3.9)

(7.8) (6.1) 99.1

Balances at December 31,

2006................. 5 830.7 $28.3 $(26.6) $14.5 $§ — $ 846.9

The following table sets forth the adjustments necessary to aveid duplication of items that arc included as part of net

income for a vear that had been part of other comprehensive income in prior years:

Unrealized gains (losses) on available-for-sale securitics arising during the
VAT ottt e e e e

Adjustment for realized losses on available-for-sale securities included in
NELINCOMIC .« L. ittt i et et et e e e e e e et e e

Unrealized gains (losses) on available-for-sale securities, as adjusted

For the year ended
December 31,

2006 2005 2004

(in millions)

$(164.7) $(366.8) $122.6

42  (92) (100)
$(168.9) $(376.0) $112.5

The above table is presented net of income tax, derivatives in cash flow hedge relationships, PDO and related
changes in the amortization patterns of DPAC, sales inducements and uncarncd revenue reserves.
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Dividend Limitations

Under lowa law, Principal Life may pay stockholder dividends only from the earned surplus arising from its business
and must receive the prior approval of the Commissioner to pay a stockholder dividend if such a stockholder dividend
would exceed certain statutory limitations, The current statutory limitation is the greater of 10% of Principal Life’s
policyholder surplus as of the preceding year-end or the net gain from operations from the previous calendar year. Based
on this limitation and 2006 statutory results, Principal Life could pay approximately $660.4 million in stockholder
dividends in 2007 without exceeding the statutory limitation.

17. Fair Value of Financial Instruments

The following discussion describes the methods and assumptions we utilize in cstimating our fair value disclosures
for financial instruments, Certain financial instruments, particularly policyholder liabilities other than investment-type
contracts, arc excluded from these fair value disclosure requirements. The technigues utilized in estimating the fair values
of financial instruments are affected by the assumptions used, including discount rates and estimates of the amount and
timing of future cash flows. Carc should be exercised in deriving conclusions about our busincss, its value or financial
position bascd on the fair value information of financial instruments presented below. The cstimates shown are not
nceessarily indicative of the amounts that would be realized in a one-time, current market exchange of all of our financial
instruments, :

We define fair value as the quoted market prices for those instruments that arc actively traded in financial markets.
In cases where quoted markel prices arc not available, fair values are estimated using prescnt value or other valuation
techniques. The fair value estimates are made at a specific point in time, based on available market information and
judgments about the financial instrument, inctuding estimates of timing, amount of expected future cash flows and the
credit standing of counterpartics. Such estimates do not consider the tax impact of the realization of unrealized gains or
losses. In many cascs, the fair value estimates cannot be substantiated by comparison to independent markets. In
addition. the disclosed fair value may not be realized in the immediate seitlement of the financial instrument.

Fair values of public debt and equity securitics have been determined by us from public quotations, when available.
Privatc placement sceurities and other fixed maturitics and equity securitics are valued by discounting the expected total
cash flows. Market rates used are applicable to the yield, credit quality and average maturity of cach sccurity.

Fair values of commercial and residential mortgage loans are determined by discounting the expected total cash
flows using market rates that are applicable to the yield, credit quality and maturity of each loan.

Fair values of policy loans are estimated by discounting cxpected cash flows using a risk-free rate based on the US.
Treasury curve. .

The fair values for assets classified as other investments excluding equity investments in subsidiaries and cash and
cash equivaients in the accompanying consolidated statements of financial position approximale their carrying amounts.

The fair valucs of our reserves and liabilitics for investment-type insurance contracts are estimated using discounted
cash flow analyses based on current interest rates being offered for similar contracts with maturitics consistent with those
remaining for the investment-type contracts being valued. fnvestment-type insurance contracts include insurance, annuity
and other policy contracts that do not involve significant mortality or morbidity risk and that are only a portion of the
policyholder liabilitics appearing in the consolidated statements of financial position. Insurance contracts include
insurance, annuity and other policy contracts that do involve significant mortality or morbidity risk. The fair values for
our insurance contracts, other than investment-type contracts, are not required to be disclosed. We do consider, however,
the various insurance and invesiment risks in choosing investments for both insurance and investment-type contracts.

Fair valucs for debt issucs are estimated using discounted cash flow analysis based on our incremental borrowing rate
for similar borrowing arrangements.
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17. Fair Value of Financial Instruments — (continued)

The carrying amounts and estimated fair values of our financial instruments were as follows:

December 31,
2006 2005
Carrying amount  Fair value  Carrying amount  Fair value

(in millions)
Assets (liabilities)

Fixed maturities, available-for-sale .. .... ... $44.403.5 $44,403.5 $42,117.2 $42,117.2
Fixed maturities, trading . ... ............ 3234 3234 113.2 1132
Equity securities, available-for-sale . . ... .. .. 666.6 666.6 724.4 724.4
Equity securities, trading . ... ............ 181.0 181.0 90.3 90.3
Mortgage loans. . .. ....... ... . ... .... 11,663.9 12,166.7 11,484.3 12,319.7
Policyloans ......................... 850.7 930.7 827.7 925.6
Other investments .................... 1,094.7 1,094.7 855.5 855.5
Cash and cash equivalents . . ............. 1,590.8 1,590.8 1,639.3 1,639.3
Investment-type insurance contracis . ....... (34,256.6) (33,654.2) (31,210.5) (31,120.6)
Shorttermdebt .. .................... (84.1) (84.1) (476.4) (476.4)
Longtermdebt ...................... (1,553.8) (1,622.7) (898.8) (969.5)

18. Statutory Insurance Financial Information

Principal Life, the largest indirect subsidiary of Principal Financial Group, Inc., prepares statutory financial
statements in accordance with the accounting practices prescribed or permitted by the Insurance Division of the
Department of Commerce of the State of Iowa (the “State of Iowa”). The State of lowa recognizes only statutory
accounting practices prescribed or permitted by the State of Iowa for determining and reporting the financial condition
and results of operations of an insurance company to determine its solvency under the lowa Insurance Law. The Natijonal
Association of Insurance Commissioners’ (“NAIC™) Accounting Practices and Procedures Manual has been adopted as a
component of prescribed practices by the State of Towa. The Commissioner has the right to permit other specific
practices that deviate from prescribed practices.

Life and health insurance companies are subject to certain risk-based capital (“RBC") requirements as specified by
the NAIC. Under those requirements, the amount of capital and surplus maintained by a lifc and heaith insurance
company is to be determined based on the various risk factors related to it. At December 31, 2006, Principal Life meets
the minimum RBC requirements.

Statutory net income and statutory surplus of Principal Life were as follows:

As of or for the year ended
December 31,

2006 2005 2004
(in millions)
Statutory net inCOME . . . .. ..ottt et e e e $ 684.9 $ 666.2 $512.7
Statutory surplus . . .. ... 3,595.7 3,657.8 3,0443

19. Segment Information

We provide financial products and services through the following segments: U.S. Asset Management and
Accumulation, International Asset Management and Accumulation and Life and Health Insurance. In addition, there is a
Mortgage Banking (discontinued operations) and Corporate and Other segment. The segments are managed and
reported separately because they provide different products and services, have different strategies or have different
markets and distribution channels.

The U.S. Asset Management and Accumulation segment provides retirement and related financial products and
services primarily to businesses, their employees and other individuals and provides asset management services to our
asset accumulation business, the life and health insurance operations, the Corporate and Other segment and third-party
clients.

130




Principal Financial Group, Inc.

Notes to Consolidated Financial Statements — (continued)

19. Segment Information — (continued)

The International Asset Management and Accumulation segment consists of Principal International operations in
Chile, Mexico, Hong Kong, Brazil, India, China, and Malaysia. We focus on countries with favorable demographics and a
trend toward privatc sector defined contribution pension systems. We entered these countries through acquisitions,
start-up operations and joint ventures.

The Life and Health insurance segment provides individual life insurance, group heaith insurance and specialty
benefits, which consists of group dental and vision insurance, individual and group disability insurance and group life
insurance, throughout the United States.

On July 1, 2004, we closed the sale of Principal Residential Mortgage, Inc. to CitiMortgage, Inc. The results of
operations (excluding corporate overhead) for our Morigage Banking segment, which includes Principal Residential
Mortgage, Inc., arc rcported as other after-tax adjustments for all periods presented. See Note 3, Discontinued
Opcrations, for further explanation.

The Corporate and Other scgment manages the assets representing capital that has not been atlocated to any other
segment. Financial results of the Corporate and Other segment primarily reflect our financing activities (including
interest expense), income on capital not allocated to other segments, inter-segment eliminations, income (ax risks and
certain income, expenses and other after-1ax adjustments not allocated to the segments based on the nature of such items.

Management uses segment operating earnings for goal setting, determining employee compensation and evaluating
performance on a basis comparable to that used by securities analysts. We determine segment operating earnings by
adjusting U.S. GAAP net income available to common stockholders for net realizedfunrealized capital gains and Josses,
as adjusted, and other after-tax adjustments which management believes are not indicative of overall operating trends.
Net realized/unrealized capital gains and losses, as adjusted, are net of income taxes, related changes in the amortization
pattern of DPAC and sales inducements, recognition of front-end fee revenues for sales charges on pension products and
scrvices, net realized capital gains and losses distributed, minority interest capital gains and losses and certain market
value adjustments to fee revenues. Segment operating revenues exclude net realized/unrealized capital gains and their
impact on recognition of front-end fee revenues and certain market value adjustments to fee revenues. While these items
may be significant components in understanding and assessing the consolidated financial performance, management
believes the presentation of segment operating earnings enhances the understanding of our resulis of operations by
highlighting earnings attributable to the normal, ongoing operations of the business.

The accounting policies of the segments are consistent with the accounting policies for the consolidated financial
statements, with the exception of income tax allocation. The Corporate and Other segment functions to absorb the risk
inherent in interpreting and applying tax law. The segments are allocated tax adjustments consistent with the positions we
took on tax returns. The Corporate and Other segment results reflect any differences between the tax returns and the
estimated resolution of any disputes.
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The following tables summarize sclected financial information by segment and reconcile segment totals to those
reported in the consolidated financial statements:

December 31,
2006 2005
(in millions)

Assets:

U.S. Asset Management and Accumulation . . ... ... ... ... ... .. L $117,950.0 $103,506.1

International Assct Management and Accumulation .. ... ... e . 8,101.0 6,856.2

Life and Health Insurance .. .. ... ... . it e 14,364.5 14,080.2

Corparate and Other . . .. .. .. . 32426 2,5929
Total consolidated assets. . ... ... ... . .t $143,658.1 $127,0354

For the year ended December 31,
2006 2005 2004

{in millions)

Operating revenues by segment: :
U.S. Asset Management and Accumulation . ................... $4,511.6 $4,133.8 33,7616

International Assct Management and Accumulation .. .. ... ... ... 605.4 604.5 5184
Life and Health Insurance .. .................... e 4,736.2 4,387.5 4,181.3
Corporate and Other ... ... . ... e (27.4) (59.1) (23.0)

‘Total segment operating revenues. . ... ... . e 9,825.8 9,066.7 84383
Add: . '

Net realizedfunrcalized capital gains (losses), including recognition
of front-end fee revenues and certain market value adjustments 10

feerevenues ... ... L oL Lo I T 44.2 (22.2)  (1149)
Subtract:
Operating revenues from discontinued real cstate investments . . . . . (0.5) 2.8 2.5
Total revenues per consolidated statements of operations ... ... ., $9,870.5 $9,041.7 $8320.9
Operating earnings (loss) by segment, net of related income taxes: ’
U.S. Asset Management and Accumulation . ................... $ 6451 § 5384 § 499.0
International Asset Management and Accumulation . ... ....... ... 71.8 71.0 40.3
Life and Health Insurance . ...... ... ... .. ... ... ... ...... 282.5 2744 256.2
Mortgage Banking . . ... .. ... ... . e — — (10.3)
Corporate and Other ... .. ... . . . . . . (27.3) (21.4) (20.4)
Total segment operating earnings, net of related income taxes . . . .. 972.1 862.4 764.8
Net realized/unrealized capital gains (losscs), as adjusted . ...... ... 18.0 (20.6) (62.3)
Other after-tax adjustments(1) ... ... ... ... ... ... .. ... 41.2 59.5 123.1
Net income available to common stockholders per conselidated
statements of operations . ... ... ... . L L L. $1,001.3 % 9013 § 8256

(1) In 2006, other after-tax adjustments of $41.2 million included (1} the positive effect of: (a) gain on sales of real
cstate propertics that qualify for discontinued operations trecatment (330.9 million) and (b} a favorable court
ruling on a contested IRS issue for 1991 and later vears ($18.8 million) and (2) the negative effect from a
contribution to the Principal Financial Group, Inc. Foundation ($8.5 million).

In 2005, other after-tax adjustments of $59.5 million included (1) the positive effect of: {a) a decrease in income tax
reserves established for IRS tax matters ($33.8 million); (b) gains on sales of real estate properties that qualify for
discontinucd opcrations treatment ($22.3 million); and (¢) a change in the estimated loss on disposal of BT Financial
Group ($8.4 million) and (2) the negative effect from a change in the estimated gain on disposal of Principal
Residential Mortgage, Inc. ($5.0 million).
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In 2004, other after-tax adjustments of $123.1 million included (1) the positive effect of: (a) the discontinued
operations and estimated gain on disposal of Principal Residential Mortgage, Inc. ($118.8 million) and (b) the
discontinued operations and estimated gain on disposal of our Argentine companies (310.0 million) and (2) the
ncgative effect from a cumulative change in accounting principle related to the implementation of SOP 03-1
($5.7 million).

The following is a summary of income tax expense (bencfit) allocated to our scgments for purposes of determining
operating earnings. Segment income Laxes are reconciled to income taxes reported on our consolidated statements of
operations.

- For the year ended
December 31,
2006 20605 2004

{in millions)

Incoime tax expense (henefit) by segment:

U.S. Asset Management and Accumulation . ... ... .. . L L. $186.0 3$162.2 $14856
International Asset Management and Accumulation. . ... .. .......... (10.0) (4.5) 8.6
Life and Health'Insurance . ... ... .. ... .. ... .. .. ... ... ..., 1423 138.1 129.9
Mortgage Banking . ... ... .. L — — (6.4)
Corporate and Other . ... ... ... ... .. . i (21.7) (485 (50.5)
Total segment income taxes from operating earnings . ... ........... . 296.6 2473 2302
Add: :
Tax expense (benefits) related to net realized/unrcalized capital gains
(losses), as adjusted . .. ... . ... L s 121 (10.6) (5L.1)
Tax benefits related to other after-tax adjustments . ................ (13.9) (3.5) —
Subtract:
Income tax expense (benefit) from discontinued real estate . . ... ... ... (0.2) 1.0 09

Total income tax expense per consolidated statements of operations . ... $295.0 $232.2 §178.2
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The following table summarizes operating revenues for our products and services:

For the year ended December 31,

2006 2005 2004
{in milliony)
U.S. Asset Management and Accumulation:
Full-service accumulation . ..., ... .ottt i e e $1,383.6 51,2674 §1,177.2
Mutual funds . . .. ... . e e 344.9 206.6 182.1
Individual annuities . ... .. ... ... e e 582.8 471.6 393.8
Bank and trust Services . . .. .. it e e e 53.0 38.8 337
EIMINations . . . . ..ottt it e et et e e et e e (168.8) (62.6) (53.3)
Total Accumulation . .. .. ... .ot i e e 2,195.5 1,921.8 17335
Investmentonly . ... .. ... ... . . . 1,080.7 1,002.3 931.6
Full-service payout ... . ... ... i i e e 830.8 863.5 B11.8
Total Guaranieed ... ... ... oo e e 1,911.5 1,865.8 1,7434
Total U.S. Asset Accumulation .. ... .t v ittt it e e ee e e 4,107.0 37876 34769
Principal Global Investors . ... ... oo oo 488.1 417.3 343.4
Eliminations. . . ... .. .. . . e e (83.5) (71.1) (58.7)
Total U.S. Asset Management and Accumulation .. ................... 4,511.6 4,133.8 3,761.6
International Asset Management and Accumulation. . ... ... ... ... ..., 605.4 604.5 518.4
Life and Health Insurance: '
Individual life INSUTANCE . . . .. oot e e e e 1,344.7 1,361.7 1,370.4
Health insurance . ... ... i e et e e e e e 2,077.7 1,894.3 1,806.9
Specialty benefits insurance . ... ... .. L. e 1,316.0 1,131.5 1,004.0
ElmINations . . . . . . e e e e (2.2) — —
Total Life and Health Insurance. . . ........ .. e 4,736.2 43875 4,181.3
Corporate and Other . . ... .. ... .. e (27.4) (59.1) (23.0)
Total Operating revenuUES . . .. ...t ii it i ot e e $9.825.8 $9,066.7 $8.438.3
Total Operating TEeVENUES . .. . .. ..ttt et e $9.825.8 $9,066.7 $8,4383
Net realized/unrealized capital gains (losses), including recognition of front-end
fee revenues and certain market value adjustments to fee revenues ... ... .. 44.2 222y (1149)
Operating revenues from discontinued real estate investments . ............ 0.5 (2.8) (2.5)
Total revenues per consolidated statements of operations . .. .............. $9,870.5 $9,041.7 $8,3209
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20. Stock-Based Compensation Plans

As of December 31, 2006, we have the 2005 Stock Incentive Plan, the Employee Stock Purchase Plan, the 2005
Directors Stock Plan, the Stock Incentive Plan, the Directors Stock Plan and the Long-Term Performance Plan (“Stock-
Based Compensation Plans™). As of May 17, 2005, no new grants will be made under the Stock Incentive Plan, the
Directors Stock Plan or the Long-Term Performance Plan. Under the terms of the 2005 Stock Incentive Plan, grants may
be nonqualified stock options, incentive stock options qualifying under Section 422 of the Internal Revenue Code,
restricted stock, restricted stock units, stock appreciation rights, performance shares, performance units, or other stock
based awards. The 2005 Directors Stock Plan provides for the grant of nonqualified stock options, restricted stock,
restricted stock units; or other stock-based awards to our nonemployee directors. To date, we have not granted any
incentive stock options, restricted stock, or performance units.

As of December 31, 2006, the maximum number of new shares of common stock that were available for grant under
the 2005 Stock Incentive Plan and the 2005 Directors Stock Plan was 21.7 million.

For awards with graded vesting, we use an accelerated expense attribution method. The compensation cost that was
charged against income for the Stock-Based Compensation Plans is as follows:
For the year ended
December 31,
2006 2005 2004
fint millions)

COMPENSATION COSE . . o vttt ittt e et ettt et $65.5 $522 $475
Related income tax benefit . ... ... .. ... ... L e 213 169 151
Capitalized as part of an asset .. . ... ... .. ... e 34 1.6 2.6

Nonqualified Stock Options

Nonqualified stock options were granted to certain employees under the 2005 Stock Incentive Plan and the Stock
Incentive Plan, Total options granted under the 2005 Stock Incentive Plan and the Stock Incentive Plan were 2.1 million,
2.7 million and 2.4 million for the year ended December 31, 2006, 2005 and 2004, respectively. Options outstanding under
the 2005 Stock Incentive Plan and the Stock Incentive Plan were granted at an exercise price equal to the fair market
value of our common stock on the date of grant, and expire ten years after the grant datc. These options have graded or
cliff vesting over a three-year period, except in the case of approved retirement,

Nonqualified stock options granted under the Directors stock plans have an exercise price equal to the fair market
value of our common stock on the date of the grant and a contractual term equal to the earlier of five years from the date
the participant ceases to provide service or the tenth anniversary of the date the option was granted. Beginning with the
2003 grant, options become exercisable in four appreximately equal installments on the three, six and nine month
anniversaries of the grant date, and on the date that the Director’s full term of office expires. There were no options
granted during the years ended December 31, 2006 and 2005,

As of December 31, 2006, there were $12.6 million of total unrecognized compensations costs related to nonvested
stock options. The cost is expected to be recognized over a weighted-average service period of approximately 1.8 years.

The fair value of stock options is estimated using the Black-Scholes option pricing model that uses the assumptions
noted in the following table. Expected volatilities are based on historical volatility of our stock and other factors, Due to
our limited public company history, we use peer data to estimate option exercise and employee termination within the
valuation model. Scparate groups of employees that have similar historical exercise behavior are considered separately
for vaiuation purposes. The expected term of options granted is estimated based on peer data and represents the period
of time that options granted are expected to be outstanding. The risk-free rate for periods within the expected life of the
option is based on the U.S. Treasury risk-free interest rate in effect at the time of grant. The dividend yield is based on
historical dividend distributions compared to the closing price of cur common shares on the grant date.

Cash received from stock options exercised under these sharc-based payment arrangements during 2006 was
$37.7 million. The actual tax benefits realized for the tax deductions for option exercise of the sharc-based payment
arrangements during 2006 was $12.7 million.
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The following is a summary of assumptions for the stock options granted during the period:

For the year ¢nded
December 31,

Options ' ' | 2006 2005 2004
DIVIAENd Yield . . . ... ..o e 132% 1.41% 1.26%
" Expected volatility . . ... .. P Cee e L e @% 19—_1% @%
Risk-free Nerest Fate . ... ..o oottt 46% 4.1% 33%
Expected life (in years) ... ... e e 3 E 3

Using the Black-Scholes option valuation model, the weighted-average estimated fair value of stock options granted
was $11.41, $9.18 and $13.56 per share during 2006, 2005 and 2004, respectively.

The following is a summary of the status of all of our stock option plans for the year ended December 31, 2006:

Weighted-

average Intrinsic

Number of options  exercise price Vilue
{in millions) (in millions)

Options outstanding at January 1, 2006 .. ............ 7.8 $33.06
Granted . ... ... e e 2.1 49,28
Exercised ... .. ... . .. .. 1.3 28.64
Canceled . ... ... .. .. .. e 0.1 40.43

Options outstanding at December 31 2006 . ........... 8.5 $37.65 $178.4

Options vested or expected to vest at December 31, 2006 . 83 $37.27 $178.6

Options exercisable at December 31, 2006. , ... ... .. ... 4.1 $31.70 $111.7

The total intrinsic value of stock options exercised was $39.7 million, $29.5 million and $13.9 million during 2006,
2005 and 2004, respectively.

The following is a summary of weighted-average remaining contractual lives for stock options outstanding and the
range of excrcise prices on the stock options as of December 31, 2006:

Number Weighted-averape
. of aptions remaining
Range of exercise prices outstanding contractual life
: . (in millions)

$2233-83050 . ... A 2.1 5
331,04 - 838,74 . .. e e e e 1.9 7
$39.02 - $47.23 L L PR 2.5 8
4860 - 857,92 . L e e e 2.0 9
$2233 - 85742 L 8.5 7

The weighted-average remaining contractual lives for stock options cxercisable is approximately 7 years as of
Pecember 31, 2006. ' :

Performance Share Awards

Beginning in 2006, we granted performance share awards to certain employees under the 2005 Stock Incentive Plan.
The performance sharc awards are treated as an equity award and are paid in shares. Whether the performance shares
are carncd depends upon the participant’s continued employment through the performance period (except in the case of
an approved retirement) and our performance against three-year goals set at the beginning of the performance period. A
return on equity objective and an earnings per share objective must be achieved for any of the performance shares to be
earncd. If the performance requirements are not met, the performance shares will be forfeited and no compensation cost
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is recognized and any previously recognized compensation cost is reversed. There is no maximum contractual term on
these awards. As of December 31, 2006, there were $17.6 million of total unrecognized compensation costs related to
nonvested performance share awards granted. The cost is expected to be recognized over a weighted-average service
period of approximately 2.0 years.

The fair value of performance share awards is determined based on the closing stock price of our shares on the grant
date. The weighted-average grant-date fair value of performance share awards granted during 2006 was 349,40, Because
no performance share awards vested or were paid out, the intrinsic value of performance share awards vested and the
actual tax bencfits realized for tax deductions for performance share award payouts are §0.0 million in 2006.

The following is a summary of activity for the nonvested performance share awards for the year ended December 31,
2006:

Number of Weighted-average
performance share grant-date fair
awards value

(in millions)

Nonvested performance share awards at Janvary 1, 2006 . ... ... .. — $ —
Granted ... . . . e 0.4 49.40
Vested. .. ..o — —
Forfeited . . ... ... . L = —

Nonvested performance share awards at December 31, 2006 . ... .. 0.4 $49.40

Performance share awards above represent initial target awards and do not reflect potential increascs or decreases
resulting from the final performance objectives to be determined at the end of the respective performance period. The
dctual number of shares to be awarded at the end of cach performance period will range between 0% and 200% of the
initial target awards.

Restricted Stock Units

We issue restricted stock units under the 2005 Stock Incentive Plan, 2005 Dircctors Stock Plan, Stock Incentive Plan,
and Directors Stock Plan. Restricted stock units are treated as an cquity award. The fair value of restricted stock units is
determined based on the closing stock price of our common shares on the grant date. There is no maximum contractual
term on these awurds.

Restricted stock units were issucd to certain employees and agents pursuant to the Stock Incentive Plan and 2005
Stock Incentive Plan. Under these plans, awards have a graded or cliff vesting over a three-year service period. When
service for the Company ceases (except in the case of un approved retirement), all vesting stops and unvested units are
forfeited,

Beginning in 2003, pursuant to the 2005 Directors Stock Plan, restricted stock units are now granted to each
non-emplovee dircctor in office immediately following each annual meeting of stockholders and to cach person who
beeomes a member of the Board other than on the date of the annual meeting of stockholders. Prior to this time, awards
of restricted stock units were granted pursuant to the Directors Stock Plan on the date of cach Board member’s clection
or re-clection date. Under the 2005 Directors Stock Plan, awards are granted on an annual basis and cliff vest over the
one-year service period. Non-vested awards under the prior plan have graded vesting over a three-year service period.
When service to the Company ceases, all vesting stops and unvested units are forfeited.

In 2006, 2005 and 2004, 0.2 million, 0.4 million and (1.4 million restricted stock units were granted, respectively. The
weighted-average grant-date fair value of restricted stock units granted during 2006, 2005 and 2004 was $50.42, $39.55
and $36.28, respectively.

The actual 1ax bencefits realized for the tax deductions for restricted stock units payouts under these share-based
payment arrangements for 2006 was $5.4 million,

As of December 31, 2006. there were $10.3 million of total unrecognized compensation costs related to nonvested
restricted stock unit awards granted under these plans. The cost is expected to be recognized over a weighted-average
period of approximately 1.6 vears. The total intrinsic value of restricted stock units vested was $16.7 million, $1.3 million
and $1.2 miltion during 2006, 2005 and 2004, respectively.
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The following is a summary of activity for the nonvested restricted stock units in 2006:

Number of Weighted-average
restricted stock grant-date fair
units value

(int millions)

Nonvested restricted stock units at January 1,2006 .. ............. 0.9 $36.89
Granted ... .. 0.2 50,42
Vested . . .. e 0.3 34.52
Forfeited . . .. . . . e —_ —_

Nonvested restricted stock units at December 31,2006 . ... ..... ... 0.8 $41.47

Emplovee Stock Purchase Plan

Under our Employee Stock Purchasc Plan, participating employees have the opportunity to purchase shares of our
common stock on a quarterly basis. Employees may purchase up to $25,000 worth of company stock cach year.
Employees may purchase shares of our common stock at a price equal to 85% of the shares’ fair market value as of the
beginning or end of the quarter, whichever is lower. Under the Employee Stock Purchase Plan, employees purchased
0.7 million, 0.7 million and 0.8 million shares during 2006, 2005 and 2004, respectively.

We recognize compensation cxpense for the fair value of the discount granted to employees participating in the
employee stock purchase plan in the quarter of grant. Shares of the Employee Stock Purchase Plan are treated as an
equity award. The weighted-average fair value of the discount on the stock purchased was $10.39, $8.00 and $7.17 during
2006, 2005 and 2004, respectively. The total intrinsic value of the Employee Stock Purchase Plan scttled was $6.9 million,
$5.8 million and $5.9 million during 2006, 2005 and 2004, respectively.

Cash received from shares issucd under these share-based payment arrangements for 2006 was $28.5 million. The
actual tax benefits realized for the tax deductions for the settlement of the share-based payment arrangements for 2006
was $0.8 million.

The maximum number of shares of common stock that we may issue under the Employee Stock Purchase Plan is 2%
of the number of shares outstanding immediately following the completion of the Initial Public Offering. As of
December 31, 2006, a total of 3.3 million of new shares are available to be made issuable by us for this plan,

Long-Term Performance Plan

We also maintain the Long-Term Performance Plan, which provides the opportunity for eligible execulives to receive
additional awards if specified minimum corporate performance objectives are achieved over a three-year period. This
plan utilizes stock as an option for payment and is treated as a liability award during vesting and a liability award or €quity
award subsequent to vesting, based on the participant payment election. Effective with stockholder approval of the 2005
Stock Incentive Plan, no further grants will be made under the Long-Term Performance Plan, and any future awards paid
under the Long-Term Performance Plan will be issucd under the 2005 Stock Incentive Plan, As of December 31, 2005, all
awards under this plan were fully vested and no awards were granted under this plan in 2006 or 2005. There is no
maximum contractual term on these awards.

The amount of cash used to scttle Long-Term Performance Plan units granted was $10.8 million for 2006. The total
intrinsic value of Long-Term Performance Plan units settled was $11.2 million, $6.5 million and $8.3 millien during 2006,
2005 and 2004, respectively.
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The fair value of Long-Term Performance Plan liability units is determined as of each reporting period based on the
Black-Scholes option pricing model that uses the assumptions noted in the following table:

For the year ended
December 31,
Long-Term Performance Plan 2006

Dividend yield. . . . . ... . e =%
Expected volatility . . ... ... ... e E%
Risk-free Interest Tale . . ... ... ot e e e E%
Expected life (inyears) . ... ... ... . . . Z

21. Earnings Per Common Share

The computations of the basic and diluted per share amounts for our continuing operations were as follows:

For the year ended
December 31,

2006 2005 2004

(in millions,
except per share data)

Income from continuing operations, nct of related income taxes. . ... ... $1,033.7 $891.5 $700.9
Subtract:
Preferred stock dividends . ... ... ... ... .. 33.0 17.7 —
Income from continuing operations available to common stockholders, net
of related income TAXES . . ... ... vt e e $1,000.7 $873.8 $700.9
Weighted-average shares outstanding:
Basic . .. e 2729 2879 3133
Dilutive effects:
Stock Options . . . ... . e 2.0 1.4 1.1
Long term performance plan. . . ... ... . oo oo — 0.2 0.2
Restricted stock units . ... ... ... o i e 0.6 04 0.1
Diluted . ... ... 2755 2899 3147
Income from continuing operations per common share:
BasiC. . ... e $ 3467 $303 §224
Diluted . . ... .. e $§ 363 $301 3223
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!

The following is a summary of unaudited quarterly results of operations for 2006 and 2005:

For the three months ended
December 31 September 30 June 30 March 31
{in millions, except per share dain)

2006

Total revenues . ........ .. .. . . e $2,558.9 $2,449.6  $2,459.8 $2,402.2
Total expenses. ... ... ... .. e 2,231.0 2,118.7 2,163.2  2,0289
Income from continuing operations, net of related income

LS o ottt e e e e 2623 258.8 2189 293.7
Income (loss) from discontinued operations, net of related

INCOME LAXES . . ..t it it e et i e ns 30.1 04 (0.1) 0.2
Preferred stock dividends. ... ..... . ... ... ... .. ... 8.3 8.2 8.3 8.2
Net income available to common stockholders ... .. ... ... 284.1 251.0 210.5 - 2857
Basic carnings per common share for income from

continuing operations, net of related income taxes . .. . ... 0.94 0.93 0.77 1.02
Basic earnings per common share for net income available to

common stockhelders. .. ... ... oo ool L 1.05 0.93 0.77 1.02
Diluted earnings per common share for income from

continuing operations, net of related income taxes . . . .. .. 0.93 0.92 0.76 1.01
Diluted earnings per common share for net income available

to common stockholders. . . ......... ... . o L. 1.04 0.92 0.76 1.01

2005

Total reVEnUES . . . .. ot e e $2.455.6 $2,22800 $2,2079 $2,150.2
Total eXpenses. . .. ... . e e 2,180.1 1,941.7 1,925.6 1,870.6
Income from continuing operations, net of related income

BAXES & o e e 2442 219.2 2232 204.9
Income from discontinued operations, net of related income

BAXES . o oottt e e e e e e e e e 11.0 0.2 15.7 0.6
Preferred stock dividends. . . .. ...... ... ... ... ... .. .. 83 9.4 c— —
Net income available to common stockholders .. ......... 246.9 210.0 238.9 205.5
Basic earnings per common share for income from

continuing operations, net of related income taxes . . ... .. 0.84 0.75 0.78 0.68
Basic earnings per common share for net income available to

common stockholders. .. ...... .. ... L. 0.88 0.75 0.83 0.69
Diluted earnings per share for income from continuing

operations, net of related income taxes . .. ............ 0.83 0.74 0.77 0.68
Diluted earnings per common share for net income available '

to common stockholders. .. ... ... .. L Lo 0.87 0.74 0.82 0.68

23. Condensed Consolidating Financial Information

Principal Life has cstablished special purpose cntities to issue secured medium-term notes, Under the program, the
payment obligations of principal and interest on the notes are secured by funding agreements issued by Principal Life.
Principal Life’s payment obligations on the funding agreements are fully and unconditionally guaranteed by Principal
Financial Group, Inc. All of the outstanding stock of Principal Life is indirectly owned by Principal Financial Group, Inc.
and Principal Financial Group, Inc. is the only guarantor of the payment obligations of the funding agreements.

We received a subpoena on March 31, 2005 from the Attorney General of West Virginia for documents and other
information relating to funding agreement-backed securities, special purpose vehicles related to funding agreemeni-
backed securities, and related subjects. A response has been sent. We understand that other U.S.-based life insurers that
have funding agreement-backed note programs such as our on-going programs have reccived similar subpocnas from the
Attorney General of West Virginia, Other than the subpoena, we have received no notification of any pending or
threatened investigation or other procceding by West Virginia governmental authorities involving funding agreement-
backed sccurities.
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23. Condensed Consolidating Financial Information — (continued)

The following tables sct forth condensed consolidating financial information of Principal Life and Principal Financial
Group, Inc. as of December 31, 2006 and 2005, and for the years ended December 31, 2006, 2005 and 2004,

Condensed Consolidating Statements of Financial Position
December 31, 2006

Principal Principal Life  Principal Financial Principal
Financial Insurance Services, Inc. and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations  Consolidated
(in miilions)
Assets
Fixed maturitics, available-for-sale . . . . . .. $ — $ 40,3308 $ 4,858.5 $ (785.8) § 44,403.5
Fixed maturitics, trading . ... ......... — 90.4 233.0 — 3234
Equity securitics, available-for-sale ... ... — 640.7 25.9 — 666.6
Equity securitics, trading .. ........... — 10.2 170.8 — 181.0
Mortgage loans . ... ................ — 9,661.6 2,237.7 (235.4) 11,663.9
Realestate . ... ...... ... ... — 308.7 558.3 — 867.0
Policy loans .. .......... ... ... ..... — 350.7 — — 850.7
Tnvestment in unconsolidated entities . . .. 8.191.4 235.0 4,480.5 (12,608.8) 298.1
Other investments ... ... ... .. ....... 3.6 3,057.1 235.5 (2,183.6) 1,112.6
Cash and cash equivalents .. .......... 30.9 1,399.8 261.1 {101.0) 1,590.8
Accrued investment income ... ... ... — 677.0 51.6 (5.1) 723.5
Premiums due and other receivables ... .. — 857.7 512.8 (118.2) 1,252.3
Deterred policy acquisition costs . ... .. .. — 2,265.9 153.0 —_ 2,418.9
Property and cquipment. .. .. ......... —_ 394.2 28.3 — 422.5
Goodwill . ............ ... ....... -~ 77.2 284.7 — 361.9
Other intangibles. ... .. .. .. ... ... — 8.4 942.6 — 981.0
Scparate account assets . ... ... ... —_ 69,451.7 4,327.9 — 73,779.6
Otherassets . ... ..., 256.1 1,327.0 3829 {205.2) 1,760.8
Total assets . ... .. et $ 84820 $ 131,674.1 $19,745.1 $(16,243.1) $143,658.1
Liabilities
Contractholder funds . . ... ........... -$ . — % 370004 $ 16.3 $ (218.7) % 36,799.0
Future policy benefits and claims .. .. ... — 15,005.3 23284 (1.1 17,332.6
Other policyholder funds . ... .. ..., ... — 613.0 6.4 — 619.4
Shortterm debt ., . .. ... ... ... ..... — —_ 199.1 (115,0) 84.1
Longtermdebt . ................... 601.9 143.9 1,350.1 (542.1) 1,553.8
Income taxes currently payable . ... ... .. (1.2) 270.7) 233 2528 4,2
Deferred income taxes . ... ... ... ... .. 1.1 629.5 292.1 (5.5) 917.2
Scparate account liabilities . ... ... ... .. — 69,451.7 4,327.9 —_ 73,779.6
Other liabilities . .. .. ... ............ . 19.4 2,298.7 3,010.1 (620.8) 4,707.4
Total habilities . . ... ... ... ........ 621.2 124,872.8 11,553.7 (1,250.4) 135,797.3
Stockholders’ equity
Series A preferred stock. ... L. L — — — — —
Series B preferred stock . ..ol 0.1 —— — —_ 0.1
Commonstock ........ ... 38 2.5 —_ 2.5) 38
Additional paid-in capital . .. .. ........ 8,141.8 5,515.3 7,688.1 (13,203.4) 8,141.8
Retained carnings (deficit) . . .......... 2.824.1 670.9 (339.5) (331.4) 2,824.1
Accumulated other comprehensive income . §46.9 612.6 842.8 (1,4554) 846.9
Treasury stock, at cost .. ... ... ... ... . (3,955.9) — —_ — (3,955.9)
Total stockholders’ equity ... ... .. 7.860.8 6,801.3 8,191.4 (14,992.7) 7,860.8
Total liabilities and stockholders® equity . $ 8,482.0 § 131,674.1 $19,745.1 $(16,243.1) $143,658.1
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Financial Position

Assets

Fixed maturities, available-for-sale . ... ...
Fixed maturities, trading ..............
Equity sccurities, available-for-sale .. ... ..
Equity securities, trading . .............
Mortgage loans .. ... ..... e
Realestate ........... ... ... ....
Policy loans . . ......................
Investment in unconsolidated entities . . . ..
Other investments .. .................
Cash and cash equivalents . ............
Accrued investment income . ... ........
Premiums due and other receivables . . . . ..
Deferred policy acquisition costs. . .......
Property and equipment . . ... ....... ...
Goodwill . ............ ... . ... ....
Other intangibles . . . ................. '
Separate account assets ... .. e
Assets of discontinued operations . . .. .. ..
Otherassets .......................

Total aSsets . .o oo ve e

Liabilities

Contractholder funds . . ...............
Future policy benefits and claims ........
Other policyholder funds .. ............
Short-termdebt . ........ .. .. ... ..
Longtermdebt ..................... '
Income taxes currently payable .. .. ... ...
Deferred income taxes . . . .............
Separate account liabilities . ... .........
Liabilities of discontinued operations . . . ..
Other liabilities . .. ..................

Total liabilities .. ..................

Stockholders’ equity

Series A preferred stock. .. ............ ~
Series B preferredstock . ... ...........
Commonstock .....................
Additional paid-in capital . . .............
.Retained earnings (deficit) .............
Accumulated other comprehensive income . .
Treasury stock, atcost . ...............

Total stockhoiders’ equity ............
Total liabilitics and stockholders’ equity . . .

December 31, 2005

Principal  Principal Life Principal Financial Principal
Financial Insurance Services, Inc. and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations Consolidated
' (in millions)

$ — $38886.6  $3865 $ (6659) $ 42,1172
— 18.9 943 — 113.2

— 658.8 65.6 — 724.4

— — 90.3 — 90.3

— 94489 2,365.5 (330.1) 11,4843

—_ 313.5 586.6 — 900.1

— 827.7 —_ — 827.7
7,784.2 275.6 5,515.1 (13,311.0) 263.9
— 2,041.8 129.6 (1,321.8) 849.6

21.6 1,259.9 542.3 (184.5) 1,639.3

— 638.4 48.5 w (4.0) 682.3

— 589.2 112.7 {(109.2) 592.7

— 2,069.9 104.2 — 2,174.1

— 397.2 226 — 419.8

— 50.4 2319 — 2823

— 39.2 163.4 — 202.6

— 58,670.7 3,415.5 (16.2)  62,070.0

— 103.1 —_ 0.1 103.2

3.5 1,360.0 258.1 (123.2) 1,498.4
$7.809.3 $117,649.8 $17,642.7 $(16,066.4) $127,035.4
$ — $337970 $ 135 $ (1984) § 336121
— 14,650.3 2,175.2 — 16,825.5

— 654.1 3.0 — 657.1

— — 565.6 (89.2) 476.4

— 1513 1,223.8 (476.3) 898.8

— 0.1 0.3 (0.4) —

— 753.1 237.1 (15.4) * 9748

—  58670.7 3,4155 (162)  62,070.0

— 95.5 _ (91.0) 45

21 1,795.1 2,224.5 (3127)  3,709.0

21 110,567.2 9,858.5 (1,199.6) 119,228.2

0.1 — — — 0.1

38 25 — (2.5) 38
8,000.0 .- 53548 70713 (12,426.1) 8,000.0
2,008.6 8704 (281.9) (588.5) 2,008.6
994.8 854.9 994.8 (1,849.7) 994.8
(3,200.1) — — —  (3,200.1)
7,807.2 7,082.6 7,784.2 (14,866.8) 7.807.2
$7.809.3  $117,649.8 $17,642.7 $(16,066.4) $127,035.4
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23, Condensed Consclidating Financial Information — (continued)

Condensed Consolidating Statements of Operations
For the year ended December 31, 2006 -

Principal Principal Life Principal Financial Principal
Financial Insurance Services, Inc, and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations Consolidated
(in millions)
Revenues
Premiums and other considerations. . . ... .. $ —_ $4,043.9 $ 2614 $ —  $4,305.3
Fees and other revenues. . .............. —_ 1,316.9 965.7 (380.1) 1,902.5
Net Investment income. . ... ... ......... 11.9 3,124.6 506.2 (24.7) 3,618.0
Net realized/unrealized capital gains (losses) . — (84.0) 134.3 (5.6) 4.7
Total Tevenues .. ... ... 11.9 8,401.4 1,867.6 (410.4) 9,870.5
Expenses
Benefits, claims, and settlement expenses . . . — 5,298.4 409.4 (15.4) 5,692.4
Dividends to policyholders . . ............ — 290.7 — — 290.7
Operating expenses . .................. 18.2 1,932.9 937.7 (330.1) 2,558.7
Totalexpenses .......... .. ... ... ... 18.2 7,522.0 1,347.1 (345.5) 8,541.8
Income (loss) from continuing operations
before inCome taxes . .. ..o .. (6.3} 8794 520.5 (64.9) 1,328.7
Income taxes (benefits) .. ... .......... (2.2) 203.0 92.5 1.7 295.0
Equity in the net income of subsidiaries,
excluding discontinued operations .. ... .. 1,037.8 270.6 609.8 (1,918.2) —_
Income from continuing operations, net of
related income taxes ... ... ... ... ... 1,033.7 947.0 1,037.8 (1,984.8) 1,033.7
Income from discontinued operations, net of
related income taxes . . ... ., e 30.6 30.6 30.6 (61.2) 30.6
Netincome ... 1,064.3 977.6 1,068.4 (2,046.9) 1,064.3
Preferred stock dividends . .. ............ 33.0 — _ — 330
Net income available to common
stockholders . . ... ....... ... ... ..... $1,031.3 $ 977.6 $1,068.4 $(2,046.0) $1,031,3
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Operations
For the year ended December 31, 2005

Revenues

Premiums and other considerations . . . . .

Fees and otherrevenues . ... ... ......

Net investment income . . ............

Net realized/unrealized capital gains
(losses). ........... ... ... ...

Total revenues . .................
Expenses
Benefits, claims, and settlement expenses .
Dividends to policyholders . ..........
Operating expenses .. ..............

Total expenses .. ...... e

Income (loss) from continuing operations
before income taxes ..............

Income taxes (benefits). . ............

Equity in the net income of subsidiaries,
excluding discontinued operations . . . .

Income from continuing operations, net
of related income taxes . .. .........

Income from discontinued operations, net
of related income taxes .. ..........

Netincome . ........v ..
Preferred stock dividends .. ... .. ... ..

Net income available to common
stockholders . .......... ... ... ....

Principal
Principal Principal Life Financial Principal
Financial Insurance Services, Inc, and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations Consolidated
(in millions)
$ — $3,705.7 $ 2693 $ —  $3,975.0
— 1,198.8 786.3 (267.3)  1,7178
23 3,009.8 3433 4.7 3,360.1
— (34.5) 33.3 (10.0) (11.2)
23 7,879.8 1,432.2 (2726)  9,041.7
— 4,874.5 419.4 (11.0) 52829
— 293.0 — — 293.0
10.6 1,787.8 774.83 (231.1) 2,342.1
10.6 6,955.3 1,194.2 (242.1) 7,918.0
(8.3) 9245 238.0 (30.5)  1,123.7
(3.8) 221.4 16.8 (2.2) 232.2
896.0 104.9 674.7 (1,675.6) —
891.5 308.0 895.9 (1,703.9) 891.5
275 24.1 274 (51.5) 27.5
919.0 832.1 9233 (1,755.4) 919.0
17.7 — — — 17.7
$901.3 $ 8321 $ 9233 $(1,7554) § 9013
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Operations
For the year ended December 31, 2004

Revenues

Premiums and other considerations . ... ..
Fecs and other revenues . ... ..........
Net investment income . .. ............
Net realized/unrealized capital losses . . . . .

Total revenues .. ...... ... ... ....

Expenses

Benefits, claims, and settlement expenses . .
Dividends to policyholders ... .........
Operating expenses .. ... ... ... ...

Total expenses ... ... .. ...

Income (loss) from continuing operations

before income taxes ... ..o L.
Income taxes (benefits). . .............

Equity in the net income of subsidiaries,
excluding discontinued operations and

cumulative effect of accounting change . .

Income from continuing opcerations, net of

related income taxes . ... ... .. ...

Income (loss) from discontinued

operations, net of related income taxes .

[Income before cumulative effect of

accounting change. . .. .............

Cumulative effect of accounting change,

net of related income taxes .. ..... ...

Net INCOME . .ttt e e e e e e e e a

Principal
Principal Principat Life Financial Principal
Financial Insurance Services, Inc. and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations  Consolidated
(in milfions)
$ — $3,450.9 $ 259.1 $ — $3.710.0
— 1,066.1 668.3 (2427) 14917
4.8 2,905.2 2922 21.8 32240
— (76.5) (33.9) 56 (104.8)
48 7,345.7 1,185.7 (2153) 83209
—_ 4,602.7 367.1 (10.3) 4,959.5
—_ 296.7 — — 206.7
10.5 1,657.4 730.6 (212.9) 2,185.6
10.5 6.556.8 1,097.7 (223.2) 7.441.8
(5.7) 788.9 88.0 7.9 879.1
(2.2) 185.7 (8.7) 3.4 178.2
704.4 168.7 607.7 (1,480.8) —
700.9 771.9 704.4 (1,476.3) 700.9
130.4 (1.7) 130.4 (128.7) 130.4
83L.3 770.2 834.8 (1.605.0) 831.3
(5.7) (2.5) (5.7) 8.2 (5.7)
$825.6 § 767.7 $ 829.1 $(1,596.8) § 8256
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows
For the year ended December 31, 2006

Operating activities
Net cash provided by operating activities . .
Investing activities
Available-for-sale securities:
Purchases. ... ... ... ... .......
Sales .. ... ... oo Lo o
Maturities . ... ... i
Mortgage loans acquired or originated . ..
Morigage loans sold or repaid .........
Real estate acquired . ...............
Real estatesold . . ..................
Net purchases of property and equipment .
Purchases of interest in subsidiaries, net of
cashacquired. . ..................
Dividends received from (contributions to)
unconsolidated entities . ............
Net change in other investments. . .. .. ..

Net cash provided by (used in) investing
activities . .... ... ... ..o

Principal Principal Life  Principal Financial Principal
Financial Insurance Services, Inc. and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations  Consolidated
(in millions)}
$ 7.2 $ 2,001.8 $ 1153 $ 1542 $ 2,278.5

—_ (6,585.5) (1,203.7) 238 (7,765.4)
—_— 1,075.6 363.3 — 1,438.9
— 3,406.8 189.0 —_ 3,595.8
— (2,198.7) (455.1) 53.6 (2,600.2)
— 1,985.9 265.0 (148.3) 2,102.6
—_ (12.4) (16.7) — (29.1)
— 142.9 31.2 — 174.1
— (31.3) (19.2) — (50.5)
— — (769.2) — (769.2)
331.1 (511.9) 1,182.3 (1,001.5) —
— (7.1) (92.7) 899 (9.9}
$331.1 $(2,735.7) $ (525.8) $ (982.5) $(3,912.9)
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. 23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows (continued)
For the year ended December 31, 2006

Principal Principal Life  Principal Financial Principal
Financial Insurance Services, Inc. and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations  Consolidated

(in milfions)
Financing activities

Issuance of common stock . . ... ....... $ 062 $ —_ $ — $ — $ 662
Acquisition of treasury stock, net .. .. ... (755.8) — — — (755.8)
Proceeds from financing element

derivatives. . . ... ..o it —_— 132.1 _ — 132.1
Payments for financing element

QerivaliveS . - . oo v et e e —_ (141.0) — —_ (141.0)
Excess tax benefits from share-based

payment arrangements . . ........... — 6.0 24 — 84
Dividends to common stockholders ... .. (214.7) —_ — —_— (214.7)
Dividends to preferred stockholders . . . . . 24.7) — —_ —_ (24.7)
Issuance of long-term debt . ....... ... 600.0 6.4 85.0 (89.7) 6017
Principal repayments of long-term debt . . — (13.7) (71.3) — {21.0)
Net repayments of short-term borrowings . — — (390.5) — (390.5)
Capital received from (dividends paid t0)

PATEIL. o v vttt e e e — (1,182.3) 180.8 1,001.5 —
Investment contract deposits ... ....... — 8,925.7 — —_ 8,925.7
Investment contract withdrawals . ... ... —_ {6,859.4) — —_— (6,859.4)
Net increase in banking operation

deposits .. ... o — — 258.9 — 258.9
Net cash provided by (used in) financing

activities . . . . .. e e (329.0) 873.8 1293 911.8 1,585.9
Discontinued operations
Net cash used in operating activities . ... — (1.1} —_ —_ (1.1)
Net cash used in investing activities . . . . . —_ {0.9) — — (0.9)
Net cash used in financing activities . . . . . — — —_ — —_
Net cash used in discontinued operations . — (2.0} — —_ (2.0)
Net increase (decrease) in cash and cash

equivalents . .......... ... ... .. 9.3 137.9 (281.2) 83.5 (50.5)
Cash and cash equivalents at beginning of

VEAT .\t e v it e s 21.6 1,261.9 542.3 (184.5) 1,641.3
Cash and cash equivalents at end of year . $ 30.9 $ 1,399.8 $ 261.1 $ (1oL $ 1,590.8

Cash and cash equivalents of
discontinued operations included above
20

At beginning of year .............. $ —
Atendofyear . ... .. ... ... ...... $ -

o o
[+ ]
]
o oy
I
o W
I
o
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows
For the year ended December 31, 2005

Operating activities
Net cash provided by (used in) operating
activities
Investing activities
Aviilable-for-sale securities:
Purchases. . ......... .. ... ... ...
Sales .. ...
Maturities . ... ... .. o
Mortgage loans acquired or originated . . .
Mortgage loans sold or repaid
Real estate acquired
Realestate sold . . ..................
Net purchases of property and equipment .
Purchases of interest in subsidiaries, net of
cash acquired . . . ....... ... ... ....
Dividends rcceived from (contributions to)
unconsolidated entities ... ....... ...
Net change in other investments . . ... ...

Net cash provided by (used in) investing
activitics

Principal Principal Life  Principal Financial Principal
Financial Insurance Services, Inc, and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations  Consolidated
(in millions)
$ (4.5) $ 17978 3 44138 $(108.9) $2,126.2

— (7.218.1) (1,892.8) 155.8 (8,955.1)
— 24432 857.3 — 3,300.5
— 3,688.3 2149 — 3,903.2
— (2,112.2) (533.0) 159.7 (2,485.5)
— 24759 359.6 (131.0) 2,704.5
— (27.4) (64.8) — (92.2)
— 249.5 70.3 — 319.8
— (34.6) (9.8) — (44.4)
— — (58.1) — (58.1)
501.1 (787.3) 166.1 120.1 —
— 44.6 (93.7) (27.3) (76.4)
$501.1 $(1,278.1) $ (984.0) $277.3  $(1.483.7)
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows (continued}
For the year ended December 31, 2005

Principal  Principal Life Principal Financial Principal
Financial Insurance Services, Inc. and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations Consolidated

(in millions)

Financing activities

Issuance of common stock . . .. ... .. ... $ 599 § — $ — $ — $ 599
Issuance of preferred stock . ............. 5420 — — — 5420
Accelerated stock repurchase settlement . .. .. (84.0) — — — (84.00
Acquisition of treasury stock, net . .. ... .. .. (868.4) — — — (868.4)
Proceeds from financing element derivatives . . — 168.4 — — 168.4
Payments for financing element derivatives . . . — (123.2) — — (123.2)
Dividends to common stockholders . ....... (182.2) — — — (182.2)
Dividends to preferred stockholders . ... .. .. (17.7) — — — (17.7)
Issuance of long-termdebt .. ............ b= 523 258.8 (173.6) 137.5
Principal repayments of long-term debt . .. .. — (7.3) (65.3) — (72.6)
Net proceeds of short-term borrowings . . . . .. — 40.7 152.9 5.5 199.1
Capital received from (dividends paid to) :

PATENT . . . ot e — {166.1) 286.2 (120.1) —
[nvestment contract deposits .. ... ... ... .. — 7,250.0 — — 7,250.0
Investment contract withdrawals. .. ... ... .. — (6,504.5) — — (6,504.5)
Net increase in banking operation deposits . . . — — 41.9 — 41.9
Net cash provided by (used in) financing

ACHVIEICS © .\ vt e (550.4) 710.3 674.5 (288.2) 546.2
Discontinued operations
Net cash provided by operating activities . . .. — 125.1 — — 125.1
Net cash used in investing activities . .. ... .. — (125.0) — — {125.0)
Net cash used in financing activities . . ... ... — —_ — — —
Net cash provided by discontinued operations . — 0.1 — — 0.1
Net increase (decrease) in cash and cash

equivalents . ........... .. .. L (53.8) 1,230.1 132.3 (119.8) 1,188.8
Cash and cash equivalents at beginning of

75T 1 S 75.4 318 410.0 (04.7) 452.5
Cash and cash equivalents at end of year . ... § 21,6  §1,261.9 $542.3 $(184.5) $ 1,641.3

Cash and cash equivalents of discontinuwed
operations included above

At beginningof year .. ... ... ... ... . ... 8 — 3 1.9 5 — 8§ — 3 1.9
Atendofyear ....................... 8 — 3 20 8 — $ — 3 20
Schedule of noncash transactions

Tax benefits related to demutualization. . . . .. $ — % 1638 $ — $ — § 1638
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23. Condensed Consolidating Financial Informatien — (continued)

Condensed Consolidating Statements of Cash Flows
For the year ended December 31, 2004

Principal Principal Life  Principal Financial Principal
Financial Insurance Services, Inc. and Financial
Group, Inc. Company Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations Consolidated
(in millions)

Operating activities
Net cash provided by (used in) operating

activities . .. ... ... .. $ (1.1 $20098 $ (463.3) $ 4861 $ 20315
Investing activities
Available-for-sale securities:

Purchases . . . ... ... ... .. ....... .. — (8,881.3) (1,236.8) (183.5) (10,301.6)

Sales ...... ... ... ... . L — 1,227.5 1,099.6 — 23271

Maturities. . ... ... .. o — 3,936.5 4745 — 4411.0
Mortgage loans acquired or originated. . . .. — (2,708.7) (161.6) 109.9 (2,760.4)
Mortgage loans sold or repaid . . ....... .. - 2,323.6 267.3 (91.3) 2,499.6
Real estate acquired . ... .............. — (239.8) (101.7) — (3415
Realestatesodd ..................... — 261.2 844 — 345.6
Net purchases of property and equipment . . — (37.7) (9.8) — (47.5)
Net proceeds from sales of subsidiaries . . . . - — 694.7 —_ 694.7
Purchases of interest in subsidiaries, net of

cashacquired .............covuv.... — — (128.1) — (128.1)
Dividends received from unconsolidated :

entities . . .. .. ... . 800.6 705.3 1,124.0 (2,629.9) —
Net change in other investments ... ... ... — 93.0 . (28.9) 524 116.5
Net cash provided by (used in) investing

Activities . . ... ... ..o $800.6 $(3,320.4) $2,077.6 $(2,7424) 3% (3,184.6)
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows (continued)
For the year ended December 31, 2004

Financing activities

Issuance of common stock
Acquisition and sales of treasury stock, net . .
Proceeds from financing element derivatives .
Payments for financing element derivatives . .
Dividends to common stockholders . . ... ...
Issuance of long-term debt
Principal repayments of long-term debt
Net repayments of short-term borrowings . ..
Dividends paid to parent . ... ... .........
Investment contract deposits. . ... ........
Investment contract withdrawals . . ... ... ..
Net decrease in banking operation deposits . .

Net cash provided by (used in) financing
activities

Discontinued operations

Net cash used in operating activities

Net cash used in investing activities

Net cash provided by financing activities . . . .

Net cash used in discontinued operations .

Net decrease in cash and cash equivalents . . .
Cash and cash equivalents at beginning of

Cash and cash equivalents at end of year ...

Cash and cash equivalents of discontinued
operations included above
At beginningofyear.................
At end of year

Principal Financial

Principal Pﬁncip;i] Life Services, Inc, Principal

Financial Insurance Other and Financial

Group, Inc, Company Subsidiaries Group, Inc.

Parent Only Only Combined Eliminations Consolidated
' (in millions)

$ 412 $ — $ — $ — 5 412

(772.6) — — — (772.6)

—_ 110.6 — —_ 110.6

— (84.6) - — (84.6)

(166.5) — — — (166.5)

‘ — 1.7 4.4 — 12.1

— (224.3) (215.5) (7.4) (447.2)

— — (231.9) (59.5) (291.4)

—  (L1240) (1,440.5) 2,564.5 —

— 7,312.4 — — 73124

—  (52949) — —  (52949)

— — (5.0) — (5.0)

(897.9) 702.9 (1,888.5) 2,497.6 414.1

— (0.6) (594.6) (32.5) (627.7)

— (0.4) (681.7) 208.4 (473.7)

— —_ 600.0 — 600.0

— (1.0) (676.3) 175.9 (501.4)

(98.4) (608.7) (950.5) - 4172 (1,2404)

173.8 640.5 1,360.5 (481.9) 1,692.9

$ 754 $ 318 $ 4100 $ (647) $ 4525

$ — § 29 $ 6763 $(1759) $ 5033

8 — % 1.9 $ — $ — 3 1.9
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23. Condensed Consolidating Financial Information >— (continued)

On June 30, 2005, our shelf ‘registration statement with the Securities and Exchange Commission was declared
effective. Following our October and November 2006 issuarices of debt securities under the shelf registration, we now
have the ability to issue up to $1.85 billion of debt securities, preferred stock, common stock, warraats, stock purchase
contracts and stock purchase units of Principal Financial Group, Inc. and trust preferred securities of three subsidiary
trusts. If we issue additional securities, we intend-to use the proceeds from the sale of the securities offered by the
prospectus, including the corresponding junior subordinated ‘debentures issued to the trusts in connection with their
investment of all the proceeds from the sale of preferred securitics, for general corporate purposes, including working
capital, capital expenditures, investments in subsidiaries, share repurchase, acquisitions and refinancing of debt, including
commercial paper and other short-term indebtedness. Principal Financial Services, Inc. unconditionally guarantces our
obligations with respect to one or more series of debt securities described in the shelf registration statement.

The following tables set forth condensed consolidating financial information of Principal Financial Services, Inc. and
Principal Financial Group, Inc. as of December 31, 2006 and 2005, and for the years ended December 31, 2006, 2005 .and
2004, .

Condensed Consolidating Stat;ements of Financial Position ..
December 31, 2006

: Principal Life

Principal Insurance Company Principal
Financial and Other Financial
Group, Inc.  Principal Financial Subsidiaries - Group, Inc..
Parent Only  Services, Inc. Only Combined Eliminations  Consolidated

(in millions)

Assets
Fixed maturities, available-for-sale . .. § — $ 141 $ 44,3894 $ — $-44403.5
Fixed maturities, trading . . ... ..... —_ 1.2 322.2 o — 323.4
Equity securities, available-for- sa]e .. e 0.9 -665.7 ' — 666.6
Equity securities, trading . . ........ = 1.3 ‘ 179.7 ' - 181.¢
Mortgage loans . ............... — — 11,663.9 - 11,663.9
Realestate. .. ................. — — -867.0 = 867.0
Policyloans ................... - — 850.7 —_ 850.7
Investment in unconsolidated entities . 8;191.4 8,701.7 298.1 (16,893.1) 298.1
Other investments .............. 36 4.4 1,109.0 B X)) 1,112.6
Cash and cash equivalents ......... 36.9 129.2 20313 (600.6) 1,590.8
Accrued investment income. . ... ... — . 03 723.2 — .+ 7235
Premiums due and other receivables . — 353.5 , .898.8 Lo—- 1,252.3
Deferred policy acquisition costs . . . . — — 2,418.9 .- .2,418.9
Property and equipment . ......... o —_ 422.5 —_ 422.5
Goodwill. . . ............ ... . ... . — — 361.9 —_ 361.9
Other intangibles ... ........ .. .. — — 981.0 — 981.0
Separate account assets. . ......... -— — 73,779.6 — 73,779.6
Otherassets . . ................. 256.1 9,2 1,749.3 (253.8) 1,760.8
Total assets . . ................ $8,482.0 $9,215.8 $143,712.2 $(17,751.9) $143,658.1
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23, Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Financial Position (continued)

Liabilities

Contractholder funds ...........
Future policy benefits and claims. . .

Other policyholder funds

Short-term debt , . .............

Long-term debt

Income taxes currently payable . . ..
Deferred income taxes ..........
Separate account liabilities . ... ...

Other liabilities

Total liabilities
Stockholders’ equity

Series A preferred stock . ... ... ..
Series B preferred stock ... ... ...
Commonstock . ...............
Additional paid-in capital .. ... ...
Retained earnings (deficit) . ... ...

Accumulated other comprehensive

income . ........ .. ... ...
Treasury stock, atcost. . .........

Total stockholders’ equity. ... ...

Total liabilities and stockholders’

equity ... ... ..

December 31, 2006

Principal Life

Principal Insurance Company Principal
Financial and Other Financial
Group, Inc.  Principal Financial Subsidiaries Group, Inc.
Parent Only  Services, Inc. Only Combined Eliminations Consolidated
(in millions)
$ — $ — $ 36,799.0 $ — $ 36,799.0

— — 17,332.6 — 17,3326

— _ 619.4 — 6194

—_ — 4353 (351.2) 84.1
601.9 464.5 487.4 -— 1,553.8
(1.2) (2.0) 2.4 5.0 4.2

1.1 12.3 909.7 5.9 917.2

— — 73,779.6 — 73,779.6

19.4 549.6 4,645.1 (506.7) 4,707.4
621.2 1,024.4 135,010.5 (858.8) 135,797.3
0.1 —_ —_ — 0.1

38 —_ 17.1 (17.1) 18
8,141.8 7,688.2 6,918.2 (14,606.4) 8,141.8
2,824.1 (339.5) 924.2 (584.7) 2,824.1
846.9 842.7 844.2 (1,686.9) 846.9
(3,955.9) — (2.0) 2.0 (3,955.9)
7,860.8 8,191.4 8,701.7 (16,893.1) 7,860.8
$ 8,482.0 $9,215.8 $143,712.2 $(17,751.9) $143,658.1
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23. Condensed Consolidating Financial Information — (continued) -

Condensed Consolidating Statements of Financial Position
December 3t, 2005

Principal
Financial
Group, Inc,
Parent Only

Principal Financial Lo

Services, Inc. Only

Principal Life
Insurance Company
and Other
Subsidiaries
Combined

Principal
Financial
Group, Ine.
Eliminations  Consolidated

Assels

Fixed maturitics, available-for-sale . . . $ —
Fixed maturities, trading . . . . ... ... —
Equity sccuritics, available-for-sale . . —
Equity securities, trading . .. ... .. .. -—
Mortgage loans . ........ ... .... —
Realestate. ....... ... ... . ... —

Policy loans . .................. —_
Investment in unconsolidated entities.  7,784.2
Other investments .. ............ —
Cash and cash equivalents. . . ... ... 216

Accrued investment income. . ., ., I -
Premiums due and other receivables . —
Deferred policy acquisition costs . . . . —
Property and equipment . ......... —
Goodwill ... ... ...... ... .. ..., —_
Other intangibles ... ... ... . ... —
Scpurulc account asscts. . ...... ... —
Assets of discontinued operations . . . —

Otherassets ... ... ......... . 35
Total assets . . ... ... ... ... ... $ 78093

Liabilities ' ‘

Contractholder funds . ........... $ —

Future policy benefits and claims . . . . e
Other policyholder funds .. ....... —
Short-term debt ... ..o L. —
Long-termdebt ............. ... —
Deferred income taxes .. ... ... ... —
Separate account liabilities ... ... .. —
Liabilities of discontinued operations . —
Other liabilities . ............... 2.1

Total liabilities .. ............... 2.1
Stockholders® equity
Series A preferred stock .. ... —

Series B preferred stock . ... ... ... 0.1
Commonstock . ................ 3.8
Additional paid-in capital . ........ 8,000.0
Retained carnings (deficit) ... ... .. 2,008.6
Accumulated other comprehensive

INCOme . . ... ..o 994.8
Treasury stock, atcost. . ... .. .. (3,200.1)

Total stockholders’ equity. . ... ... 7.807.2

Total liabilities and stockholders’
CQUILY « o $ 7.809.3

$ 147

1.0

8,168.9
8.4
701.3
0.2

2.3

{in millions)

$42,1025 S —  $ 42,1172
113.2 — 113.2
723.4 — 724.4
90.3 — 90.3

11,484.3 — 11,4843
900.1 — 900.1
827.7 — 8277
263.8 (15,953.0) 263.9
841.2 — 849.6

1,820.4 (904.0)  1,6393
682.1 — 682.3
590.4 — 5927

2,174.1 — 2,174.1
419.8 — 4198
282.3 — 282.3
202.6 — 202.6

62,070.0 — 62,0700
103.2 — 103.2

1,498 .4 (185)  1,498.4
$127,1898  $(16,875.5) $127,035.4
$ 33,6121 $ — $ 336121

16,825.5 — 16,8255
657.1 — 657.1
774.1 (647.6) 476.4
4345 — 898.8
983.8 (16.0) 974.8

62,070.0 — 62,0700

45 — 45
3,659.3 (258.8)  3,709.0
119,020.9 (922.4)  119,228.2
— — 0.1

16.8 (16.8) 38
6,108.7 (13,180.0)  8,000.0
1,050.1 (768.2)  2,008.6
995.3 (1,990.1) 994.8
(2.0) 20 (3,200.1)

8,168.9 (15953.1)  7,807.2

$127,189.8  $(16,875.5) $127,035.4
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23. Condensed Consolidating Financial Information — {continued)

Condensed Consolidating Statements of Operations
For the year ended December 31, 2006

Principal Life

Principal Principal Insurance Principal
Financial Financial Company and Financial
Group, Inc.  Services, Inc.  Other Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations  Consolidated
(in milliony)

Revenues
Premiums and other considerations ... .. $ — $ — $4,305.3 $ — $4,305.3
Feces and other revenues . ............ —_ — 1,905.8 3.3 1,902.5
Net investment income . ... ... ... ... 11.9 12.5 3,593.5 0.1 3,618.0
Net realized/unrealized capital gains

(losses) . .. ... ... ... . ... . ... ... — (0.6) 45.3 — 44.7

Total revenues ... .. o oo e 1.9 11.9 9,849.9 (3.2) 9,870.5
Expenses
Benefits, claims, and settlement expenses . — — 5,692.4 — 5,692.4
Dividends to policyholders. . .. ..... ... — — 290.7 — 290.7
Operating expenses . . ... ... nn ... 18.2 42.9 2,500.8 3.2) 2,558.7

Total expenses . ... ... ... ... 18.2 42.9 8,483.9 3.2) 8,541.8
Income (loss) from continuing operations

beforc income taxes . ... ... . ..., (6.3) (31.0) 1,366.0 — 1,328.7
Income taxes (benefits) .............. 2.2) (10.4) 307.6 — 295.0
Equity in the net income of subsidiaries,

excluding discontinued operations . . . .. 1,037.8 1,058.4 — (2,096.2) —_
Income from continuing operations, net of

related income taxes . ... .......... 1,033.7 1,037.8 1,058.4 (2,096.2) 1,033.7
Income from discontinued operations, net

of related income taxes ... .. ... .. .. 30.6 30.6 30.6 (61.2) 30.6
Netincome. ... .. oo o o s 1,064.3 1,068.4 1,089.0 (2,157.4) 1,064.3
Preferred stock dividends. . ... .. ... ... 30 — —_ — 330

Net income available to common

stockholders .. ... ... L, $1,031.3 $1,068.4 $1,089.0 $(2,157.4) $1,031.3
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23, Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Operations
For the year ended December 31, 2005

Revenues

Premiums and other considerations . . . ..
Fees and other revenues ... ..........
Net investment income . .............
Net realized/unrealized capital losses . . ..

Total revenues .. .. ... ... .. ...
Expenses
Benefits, claims, and settlement expenses .
Dividends to policyholders. . ..........
Operating expenses . . .. .............

Total expenses . .. ...... ... ... ...

Income (loss) from continuing operations
before income taxes . . ... ... ... ...

Income taxes (bencfits) . .............

Equity in the net income of subsidiarics,
excluding discontinued operations . . . . .

Income from continuing operations, nct of
rclated income taxes ... ... ...
Income from discontinued operations, net
of related income taxes . ... ... ...

Netincome. . ... i oo
Preferred stock dividends. . . ..... ... ..

Net income available to common
stockholders ... ......... ... ... ...

Principal Life

Principal Principal Insurance Principal
Financial Financial Company and Financial
Group, Ine.  Services, Inc.  Other Subsidiaries Group, Inc,
Parent Only Only Combined Eliminations  Consolidated
{in millions)
$ — $ — $3,975.0 $ — $3,975.0

— — 1,717.9 (0.1)  1,717.8
23 73 3,350.5 — 3,360.1
— (1.1) (10.1) — (11.2)
23 6.2 9,033.3 (0.1) 9,041.7
— — 5,282.9 — 5,2829
— — 293.0 — . 293.0
10.6 39.2 2,292.5 02) 23421
10.6 39.2 7,868.4 {0.2) 7,918.0
(8.3) (33.0) 1,164.9 0.1 1,123.7
(3.8) (15.7) 251.7 — 2322
896.0 913.2 — (1,809.2) —
891.5 §95.9 913.2 (1,809.1) 891.5
275 27.5 18.9 (46.4) 27.5
919.0 923.4 932.1 (1,855.5) 919.0
17.7 — — — 17.7
$901.3 $923.4 $ 9321 $(1,855.5) § 9013
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Operations
For the year ended December 31, 2004

Revenues

Premiums and other considerations . . . . .
Fees and other revenues . ......... ...
Net investment income . .............
Net realized/unrealized capital losses . . . .

Total revenues . .. ... ... ... ......
Expenses
Benefits, claims, and seitlement expenses .
Dividends to policyholders . . .. ... .., .,
Operating CXpenses . . .. .............

Total expenses . . ............,....

Income (loss} from continuing operations
before income taxes . ..., . ... ... ...

Income taxes (benefits) ..............

Equity in the net income of subsidiaries,
excluding discontinued operations and
cumulative effect of accounting change .

Income from continuing operations, net of
related income taxes ..............
Income from discontinucd operations, net
of related income taxes ............

Income before cumulative effect of
accounting change . ............ ..,

Cumulative effect of accounting change,
net of related income taxes . ........

Netincome.......................

Principal Life

Principal Principal Insurance Principal
Financial Financial Company and Financial
Group, Ine.  Services, Inc,  Other Subsidiaries Group, Ince.
Parent Only Only Combined Eliminations  Consolidated
(in millions)
$ — 5§ — $3,710.0 $ —  $3,7100

— — 1,495.3 (3.6) 14917
4.8 3.1 3,210.6 0.5 32240
(30.9) (73.9) — (104.8)

4.8 (22.8) 8,342.0 (3.1) 8,320.9
— — 4,959.5 —_ 4,959.5
— — 296.7 — 296.7
10.5 52.2 2,126.0 3.1y 2,185.6
10.5 52.2 7,382.2 3.1 7,441.8
(5.7 (75.0) 959.8 — 879.1
(2.2) (32.6) 213.0 _ 178.2
704.4 746.8 — (1.451.2) —
700.9 704.4 746.8 (1,451.2) 700.9
130.4 130.4 114.6 (245.0) 130.4
831.3 834.8 861.4 (1,696.2) 8313
(5.7) (5.7) (5.7) 11.4 (5.7)
$825.6 $829.1 $ 8557 $(1,684.8) § 8256
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows
For the year ended December 31, 2006

Principal Life

Principal Principal Insurance Principal
Financial Financial Company and Financial
Group, Inc.  Services, Ine.  Other Subsidiaries Group, Ine.
Parent Only Only Combined Eliminations  Consolidated

(in millions)
Operating activities
Net cash provided by (used in) operating
activities . ... ... $ 7.2 $(377.7) $ 2,621.1 $ 279 $ 2,278.5
Investing activities
Available-for-sale securities:

Purchases . ... ....... .. ......... —_ 2.3) (7,763.1) —_ (7,765.4)

Sales. . ... . e — 37 1,435.2 — 1,438.9

Maturities . . oo v vt i e e — — 3,595.8 — 3,595.8
Mortgage loans acquired or originated . . . —_ — (2,600.2) — (2,600.2)
Mortgage loans sold or repaid ... ... ... — — 2,102.6 — 2,102.6
Real estate acquired . ............ ... — —_ (29.1) — (29.1)
Real estate sold .. ... ... ... ... —_ —_ 174.1 — 174.1
Net purchases of property and equipment — — . (50.5) — (50.5)
Purchases of interest in subsidiarics, net

of cash acquired ................. — — (769.2) — (769.2)
Dividends received from unconsolidated

entities ... .ot e 3311 456.1 —_ (787.2) . —
Net change in other investments .. ... .. —_ 29.2 (18.2) (20.9) (9.9
Net cash provided by (used in) investing

ACHIVIHCS © o o oot e e $331.1 $ 486.7 $(3,922.0) $(808.1) $(3,912.9)
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows (continued)
For the year ended December 31, 2006

Principal Life

Principal Principal Insurance Company Principal
Financial Financtal and Other Financial
Group, Inc.  Services, Inc. Subsidiaries Group, Inc.

" Parent Only Only Combined Eliminations Consolidated

{in millions)
Financing activities

Issuance of common stock .. ............ $ 662 $ — $ — $ — $ 662
Acquisition of treasury stock, net ......... (755.8) — - — (755.8)
Proceeds from financing element derivatives . — — 132.1 — 132.1
Payments for financing element derivatives . . — — (141.0) — (141.0)
Excess tax benefits from share-based payment

ATTANEEMENDS . . ... vt — — 8.4 — 8.4
Dividends to common stockholders . . ... ... 214.7) —_ —_ — 214.7)
Dividends to preferred stockholders .. ... .. (24.7) —_ —_ — (24.7)
Issuance of long-termdebt . .. ... ... ... .. 600.0 — 1.7 —_ 601.7
Principal repayments of long-term debt . . . .. — — (21.0) — 2Ly
Net repayments of short-term borrowings . . . — (350.0) (336.9) 296.4 (390.5)
Dividends paid to parent .. ... .......... —_ (331.1) (456.1) 787.2 —
Investment contract deposits . .. ......... —_ C— 8,925.7 — 8,925.7
Investment contract withdrawals . ... ... ... — —_ (6,859.4) — (6,859.4)
Net increase in banking operation deposits . . — — 258.9 — 258.9
Net cash provided by (used in) financing

activities ... .. e (329.0) (681.1) 1,5124 1,083.6 1,585.9
Discontinued operations
Net cash used in operating activities . ... ... — —_ (L.1) —_ (L)
Net cash used in investing activitics .. ... .. — —_ 0.9) — (0.9)
Net cash used in financing activities . . ... .. — — - — —
Net cash used in discontinued operations . . . e — (2.0) —_— 2.0)
Net increase (decrease) in cash and cash

equivalents. ... ... ... L 9.3 (572.1) 208.9 3034 (50.5)
Cash and cash cquivalents at beginning of

VEUN . . o i e e 21.6 701.3 1,822.4 (904.0) 1,641.3
Cash and cash cquivalents at end of year ... § 30.9 $ 129.2 $ 2,031.3 $ (600.6) $ 1,590.8

Cash and cash equivalents of discontinued
operations included above
At beginning of vear. . ... ... .. ..., . $ — $ —
Atendofyear ... ... ... . ... .. .. $ — $

20
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23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows
For the year ended December 31, 2005

Operating activities

Net cash provided by (used in) operating
activities

Investing activities

Available-for-sale securities:

Mortgage loans acquired or originated
Mortgage loans sold or repaid
Real estate acquired
Real estate sold
Net purchases of property and equipment . . ..
Purchases of interest in subsidiaries, net of cash
acquired
Dividends received from (contributions to)
unconsolidated entities. . .. .............
Net change in other investments

Net cash provided by (used in) investing
activities

Principal Life

Insurance
Principal Principal Company Principal
Financial Financial and Other Financial
Group, Inc.  Services, Inc. Subsidiaries Group, Inc.
Parent Only Only Combined Eliminations  Consclidated
{in millions)
$ (4.5) $ 51.4 $2,189.0  $(109.7)  $2,126.2
— (11.2) (8,943.9) — (8,955.1)
—_ 8.6 3,291.9 — 3,300.5
—_— — 3,903.2 — 3,903.2
— — (2,485.5) — (2,485.5)
— _ 2,704.5 — 2,704.5
— — (92.2) — (92.2)
— — 319.8 — 319.8
— — (44.4) — (44.4)
— — (58.1) — (58.1)
501.1 3184 (93.00 (726.5) —
— 83 (87.0) 2.3 (76.4)
$501.1 $324.1 $(1,584.7)  $(7242)  $(1,483.7)
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Condensed Consolidating Statements of Cash Flows (continued)

[N

For the year ended December 31, 2005 . |

Financing activities
Issuance of common stock .. .........
Issuance of preferred stock. .. ... .. ...
Accelerated stock repurchase settlement .
Acquisition of treasury stock, net
Proceeds from financing element
derivatives . .. ........ . ... . ...
Payments for financing ¢lement
derivatives . . . ........ . ... ......
Dividends to commeon stockholders . . . . .
Dividends to preferred stockholders . . . .
Issuance of long-term debt .. . ... ... ..
Principal repayments of long-term debt , .
Net proceeds of short-term borrowings . .
Dividends paid to parent
Investment contract deposits
Investment contract withdrawals . ., . ...
Net increase in banking operation
deposits ... ... ... .

Net cash provided by (used in) financing
activities

Discontinued operations

Net cash provided by operating activities .

Net cash used in investing activities . . ..

Net cash used in financing activities . . . .

Net cash provided by discontinued
operations . .. ... ... .. ...,

Net increase {decrease) in cash and cash
equivalents. . ............. ... ...

Cash and cash equivalents at beginning
ofyear. ....... .. ... . ... ...

Cash and cash equivalents at end of year

Cash and cash equivalents of
discontinued operations included
above

At beginning of year

Atendofyear................. ...

Schedule of noncash transactions

Tax benefits related to demutualization . |

Principal Life

Principal Principal Insurance Company Principal

Financial Financial and Other Financial
Group, Inc.  Services, Inc. Subsidiaries Group, Inc.
Parent Only * Only Combined Eliminations  Consolidated

(in millions)

$ 599 $ — $ — $ — $ 599
542.0 — — — 542.0
(84.0) — — — (84.0)
(868.4) — — —  (8684)
— — 168.4 — 168.4
— — (123.2) — (123.2)
(182.2) — B — (182.2)
(17.7) — I — — (17.7)
— — 137.7 (0.2) 1375
— — (72.6) — (72.6)

— 275.0 24.7 (100.6) 199.1

- (501.1) (225.4) 726.5 —

— — 7,250.0 —_ 7,250.0
— — (6,504.5) — (6,504.5)

— — - 419 — 419
(550.4) (226.1) 697.0 625.7 546.2
— — 125.1 — 125.1
— — (125.0) — (125.0)

— — 0.1 — 0.1
(53.8) 149.4 1,301.4 (208.2) 1,188.8
75.4 551.9 521.0 (695.8) 4525

$ 216 $ 701.3 $1,8224 $(904.0) $ 16413
$ — 8 — $ 1.9 $ - b 1.9
$ — 5} — 2.0 $ — b 2.0
5 — 38 — $ 1638 5 — $ 16338
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Principal Financial Group, Inc.

Notées to Consolidated Financial Statements — (continued)

23, Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows
For the year ended December 31, 2004

Operating activities
Net cash provided by (used in) operating
activities ... ... ... i e
Investing activities
Auvailable-for-sale securities: -
Purchases................ ... ...
Sales ... ... .. . i
Maturities . ... ... ..
Mortgage loans acquired or originated . . .
Mortgage loans sold or repaid . ........
Real estate acquired .. ..............
Realestatesold . . . .................
Net purchases of property and equipment .
Net proceeds from sales of subsidiaries . . .
Purchases of interest in subsidiaries, net of
cashacquired .. ..................
Dividends received from unconsolidated
entifies .........ooivninnannnn.n
Net change in other investments . . . ... ..

Net cash provided by (used in) investing
activities . ... ... ... .
Financing activities o
Issuance of common stock . ...........
Acquisition and sales of treasury stock, net
Proceeds from financing element
derivatives . .......... .. .. .
Payments for financing element derivatives
Dividends to common stockholders . ... ..
Issuance of long-termdebt . .. ...... ...
Principal repayments of long-term debt . . .
Net proceeds {repayments) of short-term
DOITOWINGS . . oo oo vt iiie e e e
Dividends paid to parent .............
Investment contract deposits. .. ... .....
Investment contract withdrawals . .. ... ..
Net decrease in banking operation
deposits . ... .o

Net cash provided by (used in) financing
activities .. ....... . ...

Principal Life
Insurance

162

Principal Company Principal
Financial and Other Financial
Group, Inc.  Principal Financial Subsidiaries Group, Inc.
Parent Only  Services, Inc. Only Combined Consolidated
{in millions)
$ (1.1) $ (195.3) $ 1,706.8 $ 2,031.5
- (222.0) (10,079.6) (10,301.6)
— 172.9 2,154.2 23271
_ — 4,411.0 44110
— — (2,760.4) (2,760.4)
— — 2,499.6 2,499.6
— — (341.5) (341.5)
—_— —_ 345.6 345.6
— — (47.5) (47.5)
— 10.5 684.2 694.7
— (25.7) (102.4) (128.1)
800.6 1,147.0 5.8 —
— 117.4 (3.4) 116.5
800.6 1,200.1 (3,234.4) (3,184.6)
41.2 — — 41.2
(772.6) — — (772.6)
_— — 110.6 " 1106
— — (84.6) (84.6)
(166.5) — — (166.5)
— —_— 121 12.1
— (200.0) (247.2) (447.2)
— (325.0) 368.8 (291.4)
— (800.6) (1,152.8) —
—_ — 73124 73124
— — (5,294.9) (5,294.9)
- — (5.0) (5.0)
$(897.9)  $(1,3256)  $ 1,094 $ 4141




Principal Financial Group, Inc.
Notes to Consolidated Financial Statements — (continued)

23. Condensed Consolidating Financial Information — (continued)

Condensed Consolidating Statements of Cash Flows (continued)
For the year ended December 31, 2004

Principal Life
Insurance

Principal Company Principal
Financial and Other Financial
Group, Inc.  Principal Financial Subsidiaries Group, Inc.
Parent Only  Services, Inc, Only Combined Eliminations  Consclidated
(in millions)

Discontinned operations
Net cash used in operating activities . ... $§ — 8 - $ (6277) $ — $ (627.7)

Net cash used in investing activities . ... — — (473.7) — (473.7)
Net cash provided by financing activities . — — 600.0 — 600.0
Net cash used in discontinued operations — — (501.4) — (501.4)
Net decrease in cash and cash

equivalents. . . ............ . ..... (98.4) (320.8) (1,009.6) 188.4 (1,240.4)
Cash and cash equivalents at beginning

ofyear........ ... ... ... ... 173.8 872.7 1,530.6 (884.2) 1,692.9
Cash and cash equivalents at end of year $ 75.4 $ 551.9 $ 5210 $(6958) $§ 4525

Cash and cash equivalenis of
discontinued operations included
above:

At beginning of year. . ... ......... —_ $ 5033 $ — § 5033

$ $
Atendofyear .................. $ - $ — $ 1.9 $ - $ 1.9




CONTROLS AND PROCEDURES
Management’s Report on Internat Control Over Financial Reporting

Management of Principal Financial Group, Inc. is responsible for establishing and maintaining adcquate internal
control over financial reporting for the Company. A company’s internal control over financial reporting is a process
designed to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with U.S. gencrally accepted accounting principles. A company’s internal
control over financial reporting includes those policics and procedures that (1) pertain to the maintenance of records
that, in rcasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company;
(2) provide reasonable assurance that transactions arc recorded as necessary fo permit preparation of financial
statements in accordance with U.S. generally accepted accounting principles, and that reccipts and expenditures of the
company are heing made only in accordance with authorizations of management and dircctors of the company; and
(3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s asscts that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any cvaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degrec of compliance with the policies or procedures may
deteriorate. '

Under the supervision and with the participation of management, including our Chief Executive Officer, J. Barry
Griswell, and our Chief Financial Officer, Michael H. Gersie, we conducted an evaluation of the cffectiveness of our
internal control over financial reporting based on criteria established in fnternal Controls — Integrated Framework issued
by the Committee of Sponsoring Organizations of the Treadway Commission. Based on our cvaluation, management has
concluded that Principal Financial Group, Inc.’s internal control over financial reporting was effective as of December 31,
2006. '

Ernst & Young LLP, the independent registered public accounting firm that audited our financial statements
included in our annual report on Form 10-K, has issued an attestation report regarding internal control over financial
rcporting. The attestation report is included in this Financial Report. S

Changes in Internal Control Over Financial Reporting

There was no change in our internal control over financial reporting during our last fiscal quarter that has materially
affected. or is reasonably likely to materially affect, our internal control over financial reporting. :

Disclosure Controls and Procedures

In order to ensure that the information that we must disclose in our filings with the SEC is recorded, processed,
summarized and reported on a timely basis, we have adopted disclosure controls and procedures. Disclosure controls and
procedures include, without limitation, controls and procedures designed to ensure that information required to be
disclosed by us in the reports that we file with or submit to the SEC is accumulated and communicated to our
management, including our Chief Exccutive Officer and our Chicf Financial Officer, as appropriate 1o allow timely
decisions regarding required disclosure.

Our Chief Executive Officer, J. Barry Griswell, and our Chief Financial Officer, Michacl H. Gersie, have reviewed
and cvaluated our disclosure controls and procedures as of December 31, 2006, and have concluded that our disclosure
controls and procedures are cffective.
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The Principal Financial Group

Corporate Headquarters
711 High Street

Des Muoines, lowa 50392
1-800-986-EDGE (3343)

The Principal Financial Group on the World Wide Web
The Principal home page, at www.principal.com, is your source
for a vast array of information inctuding company news releases,

investrnent and savings tools, and details on our product and service

solutions. The investor relations portion of the site provides
up-to-the-minute information for shareholders and the investment
community, including access to SEC filings, stock information

and credit ratings. It also includes information of interest on

the governance of Principal Financial Group, Inc., including:

+ Board of Directors

+ Corporate Governance Guidelines

+ Board Committee Charters

+ Director Independence Standards

+ Corporate Code of Ethics

Annual Meeting

The Annual Meeting of Shareholders will convene at g a.m.
local time, May 22, 2007, in the auditorium at the corporate
headquarters of Principal Financial Group, Inc., 711 High Street,
Des Moines, lowa 50392.

Sharcholder Information
Exchange: New York Stock Exchange
Listed Security: PFG Common Stock

Conracr Investor Relarions

If you have a question for Investor Relations, please contact us
as follows:

The Principal Financial Group — Investor Relations

741 High Street, S-006-E41

Des Moines, lowa 50392-0420

Phone: 1-800-86-3343 Fax: §15-235-5491

E-mail: investor-relations@principal.com

INSURANCE MARKETPLACE
STANDARDS ASSOCIATION

Principal Life insurance Company
it a preud member of the Insurance
Markelplace Slandards Asyociation,
which reflects our dedication to high
ethical marketplace standards for
the sule und service of individually
sald lite insurance and annuities.

Transfer Agent

Principal Financial Group, Inc. shareholder inquiries should be
addressed to our transfer agent, Computershare Investor Services,
LLC, who can help with a variety of shareholder related services,
including: address changes; certificate issuance; replacement of
lost stock certificates; transfer of stock to another person; account
statements; balance inquiries; shareholder dividend inquiries; and
selling of shares. You can call or write to the transfer agent at;
Principal Financial Group, Inc. Shareholder Services

c/o Computershare Investor Services

P.O. Box 43078 .

Providence, Rl 02940-3078 -

Phone: 1-866-781-1368

TED for Hearing Impaired: 1-312-588-4110

Online Contact Form: www.computershare.com/contactus

Registered shareholders can also access information about their
Principal Financial Group, Inc. common stock accounts via the
Internet using the Computershare Investor Services Investor Centre
Web site at https://www-us.computershare.com/investor/. The
Principal does not maintain or provide information directly to

this site, makes no representations or warranties with respect to
the information contained therein, and takes no responsibility for
supplementing, correcting or updating any such information.

A Special Thanks

A special thanks to our 500,000+ shareholders, mast of whom have
owned Principal Financial Group, Inc. common stock since our initial
public offering, including our top 10 holders*, listed below:

Nippon Life Insurance Company
State Street Global Advisors
Barclays Global Investors, NA
Vanguard Group, Inc.

Davis Selected Advisers, L.P.
Northern Trust Global Investments
Calamos Advisors LLC

Bessemer Trust Company, N.A.
L5V Asset Management

Coliege Retirement Equities Fund

*Based on public filings as of Dec. 31, 2006
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The Principal Financial Group

Corporate Headquarters
711 High Street

Des Moines, lowa 50392
1-800-986-EDGE (3343)

The Principal Financial Group on the World Wide Web
The Principal home page, at www.principal.com, is your source
for a vast array of information including company news releases,
investment and savings tools, and details on our product and service
solutions, The investor relations portion of the site provides
up-to-the-minute information for shareholders and the investment
community, including access to SEC filings, stock information

and credit ratings. It also includes information of interest on

the governance of Principal Financial Group, Inc., including:

+ Board of Directors

+ Corporate Governance Guidelines

+ Board Committee Charters

+ Director Independence Standards

+ Corporate Code of Ethics

Annual Meeting

The Annual Meeting of Shareholders will convene at g a.m.
local time, May 22, 2007, in the auditorium at the corporate
headquarters of Principal Financial Group, Inc., 711 High Street,
Des Moines, lowa 50392.

Shareholder Information
Exchange: New York Stock Exchange
Listed Security: PFG Comman Stock

Contact Investor Relations
If you have a question for Investor Relations, please contact
us as follows:

The Principal Financial Group — Investor Relations
711 High Street, 5-006-E41

Des Moines, lowa §0392-0420

Phone: 1-800-986-3343 Fax: 515-235-5491

E-mail: investor-relations@principal.com

INSURANCE MARKETPLACE °© n
STANDARDS ASSOCIATION c’a
Pnn’clpal Life Insurance Company FSC

is a proud member of the Insurance
Marketplace Standards Association,
wihich reflects our dedication to high
ethical marketplace standards for
the sale and service of individualty
sold life insurance and annuities.
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Transfer Agent

Principal Financial Group, Inc. shareholder inquiries should be
addressed to our transfer agent, Computershare thvestor Services, LLC,
who can help with a variety of shareholder related services, including:
address changes; certificate issuance; replacement of lost stock
certificates; transfer of stock to another person; account statements;
balance inquiries; shareholder dividend inquiries; and selling of
shares. You can call or write to the transfer agent at:

Principal Financial Group, Inc. Shareholder Services

¢/o Computershare Investor Services

P.Q. Box 43078

Providence, Rl 02940-3078

Phone: 1-866-781-1368

TDD for Hearing Impaired: 1-312-588-4110

Online Contact Form: www.computershare.com/contactus

Registered shareholders can also access information about their
Principal Financial Group, Inc. common stock accounts via the
Internet using the Computershare Investor Services Investor Centre
Web site at https://www-us.computershare.com/investor/.

The Principal does not maintain or provide information directly to
this site, makes no representations or warranties with respect to
the information contained therein, and takes no responsibility for
supplementing, correcting or updating any such information.

A Special Thanks

A special thanks to our 500,000+ shareholders, most of whom have
owned Principal Financial Group, Inc. common stock since our initial
public offering, including our top 10 holders*, listed below:

Nippon Life Insurance Company
State Street Global Advisors
Barclays Global Investors, N.A.
Vanguard Group, Inc.

Davis Selected Advisers, L.P,
Northern Trust Global investments
Calamos Advisors LLC

Bessemer Trust Company, N.A,
LSV Asset Management

College Retirement Equities Fund

*Based on public filings as of Dec. 31, 2006
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